Chapter 1 

ECONOMIC DEVELOPMENT 




INTRODUCTION 


T HE Economics of Development refers to the problems of the economic 
development of underdeveloped countries. Though the study of economic 
development has attracted the attention of economists right from the Mercantilist 
School and Adam Smith down to Marx and Keynes, yet they were mainly inter¬ 
ested in the problems which were essentially static in nature and largely related to 
a Western European framework of social and cultural institutions . 1 It is, however, 
in the forties of the present century and especially after the Second World War 
that economists started devoting their attention towards analysing the problems 
of underdeveloped countries. Their interest in the economics of development has 
been further stimulated by the wave of political resurgence that swept the Asian 
and African nations after the Second World War. The desire on the part of the 
new leaders in these countries to promote rapid economic development coupled 
with the realization on the part of the developed nations that ‘poverty anywhere 
is a threat to prosperity everywhere,’ has aroused further interest in the subject. 
As Meier and Baldwin have remarked: “A study of the poverty of nations has 
even more urgency than a study of the Wealth of Nations.”* 

But the interest of the wealthy nations in removing widespread poverty of the 
underdeveloped countries has not been aroused by any humanitarian motive. 
The most cogent reason for aiding the underdeveloped countries has been the 
cold war between Russia and the West. Each tries to enlist the support and 
loyalty of underdeveloped countries by promoting larger aid than the other. As 
Prof Lyle W. Shannon observes: “The development of underdeveloped countries 
will be an area of intense competition between the United States and the USSR 
for maqy years in the future. Underdeveloped areas containing cither vast natural 

resources needed by world powers or having strategic locations from a military 

view point, will be of particular interest from a standpoint of their importance in 
world affairs .” 3 Economic development has also an export value for both the aid¬ 
giving and aid-receiving countries. In order to avoid secular stagnation, ric 1 
countries deed an ever-increasing rate of development which must be accompa¬ 
nied by an outlet for the use of their growing capital stock. Poor countries nee 
an accelerating rate of development to increase their export potential tor avoi 

ing deficit in balance of payments. , . .. m - no 

However, a study of the Poverty of Nations and the methods of rein, v g 

•poverty cannot be based on the experience of the rich nations. 

» Economic Development-Principles and Patterns, (cd.) II.F. W'H'amson and C • utmc 
•O.M. Meier and R.E. Baldwin. Economic Development-Theory. 

•L W. Shannon, Undeveloped Areas, p. 1. 
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advanced countries there has been a tendency to take economic development for 
granted—aa something that takes care of itself and to concentrate on the short 
term oscillations of the economy / 4 Therefore, Prof Myrdal says that the under-/ 
developed countries should not accept our inherited economic theory uncriti/ 
cally, but remould it to fit their own problems and interests. So far economic 
theory has not concerned itself with the problems of underdeveloped countrijts, 
nevertheless if it is uncritically applied to their problems, it bpcomes wrong . 6 \ 


oblems, it becomes 

if; y 


atrifta. 

T 

ms as 


Economic Development and Economic Growth (hX \ 

The term economic development is used interCnangeably with such terms as 
economic growth, economic welfare, economic progress and secular change. But 
certain economists like Schumpeter and Mrs Ursula Hicks have made a distinc¬ 
tion between the more commonly used terms economic development and economic 
growth. Economic development refers to the problems of underdeveloped 
countries and economic growth to those of advanced countries. Development, 
according to Schumpeter, is a discontinuous and spontaneous change in the 
stationary state which for ever alters and displaces the equilibrium state previously 
existing; while growth is a gradual and steady change in the long run which 
comes about by a general increase in the rate of savings and population . 4 Mrs 
Hicks points out that the problems of underdeveloped countries are concerned 
with the development of unused resources, even though their uses are well-known, 
while those of advanced countries are related to growth, most of their resources 
being already known and developed to a considerable extent./ According to 
Professor Bonne, "Development requires and involves some soft of direction, 
regulation, and guidance to generate the forces of expansion and maintain them. 
This is true of most of the underdeveloped countries whereas the spontaneous 
nature of growth characterises advanced free enterprise economies ." 8 The simplest 
distinction is made by A. Maddison in these words, "The raising of Income levels 
is generally called economic growth in rich countries, and in poor ones it is called 
economic development ." 8 Everyman’s Dictionary of Economics makes this distinc¬ 
tion more explicit: "Generally economic development means simply economic 
growth. More specifically, it is used to describe not quantitative measures of a 
growing economy (such as the rate of increase in real income per head) but the 
economic, social or other changes that lead to growth. Growth is then measur¬ 
able and objective: it describes expansion in the labour force, in capital, in the 
volume of trade and consumption. And economic development can be used to 
describe the underlying determinants of economic growth, such as changes in 
techniques of production, social attitudes and institutions. Such changes may 
produce economic growth." 


But despite these apparent differences, some economists use these terms as 

‘Ragnar Nurlcse. Problems of Capital Formation In Underdeveloped Countries, p. 12. 

•G. Myrdal, Economic Theory and Underdeveloped Region, p. 99. 

'Schumpeter J.A., The Theory of Economic Development, pp. 63-66. 

*U. Hicks, "Learning About Economic Development." Oxford Economic Papers February 
1937, p. 1. ^ 

•A. Bonne, Studies In Economic Development, p. 7. 

•A. Maddison, Economic Progress and Policy In Developing Countries, 1970. 



ECONOMIC DEVELOPMENT 5 


synonyms, Prof Paul A. Baran maintains that 'the mere notions of development 
and growth suggest a transition to something that is new from something that is 
old, that has outlived itself. 110 Prof W, Arthur Lewis says in this connection that 
most often we shall refer only to growth but occasionally for the sake of variety, 
to progress or to development." Throughout the text these terms growth, develop- 
ment and progress will be used as synonymous. 



Definitions or Indicators of Economic Development 

Economic development has been defined in three vrt ys: 

1. One of the definitions is to measure economic development in terms of an 
increase in the economy’s real national Income over a long period of time. But this 
is not a satisfactory definition. 

“Real national income” refers to ihe country’s total output of final goods and 
services in real terms rather than in money terms. Thus price changes will have 
to be ruled out while calculating real national income. But this is unrealistic in a 
developing economy where variations in prices are inevitable. In this definition, 
the phrase ‘‘over a long-period of time,” implies a sustained increase in real 
income. A short-period rise in national income which occurs during the upswing 
of the business cycle does not constitute economic development. 

This definition fails to take into consideration changes in the growth of popu¬ 
lation. If a rise in real national income is accompanied by a faster growth in 
population, there will be no economic development but retardation. 

Thus in this indicator of economic development, allowance will have to e ma e 
for changes in the real national income due to cyclical swings and for changes in 
the value of money and growth of population. Moreover, there are certain 
conceptual difficulties relating to the measurements of national income in unde 
developed countries which we shall study under per capita income. 

2 The second definition relates to an increase in the per capita real income of 
the economy over the long period. Economists are one in defin,n * ^ n0 “^ 
development in terms of an increase in per capita real income or output. Prof 
Meier defines economic development "as the process whereby 
Income of a country increases over a long period of ttme. Prof Baran says, L< 
economic growth (or development) be defined as an increase 
capita output of material goodsAccording to Buchanan and Ell.s, Devebp- 
ment means developing the real income potent,aht.es ofthe e U “ d ?h 0se £ uc u>c 

by using investment to effect those changes and to augment tho producuv 

resources which promise to raise real income per person. Th ' se Jf n '"° 
purport to emphasize that for economic development the rate of mcreue m 
income should be higher than the growth rate of population. But difficulties 
remain. 

**P.A. Baran, The Political Economics of Growth p. IS. Ra ,dwin regard them 

U W.A. Lewis. The Economics of Growth, p. 10. Similarly. Meier '‘J mate- 

•in essence synonymous.* P.T. Bauer in Dissent on Development (> 973 > U ^^ f 
rial advance and material progress interchangeably with econom.c developmcn 

u Op. elt. t p. 20. 

*•Approaches to Economic Development, pp. LX-ct- 
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An increase in per capita income may not raise the real standard of living of 

the masses. It is possible that while per capita real income is increasing, per 
capita consumption might be falling. People might be increasing the rate of saving 
or the government might itself be using up the increased income for military or 
other purposes. There is another possibility of the masses remaining poor despite 
an increase in the real national income if the increased income goes to the few 
rich instead of going to the many poor. Moreover, such a definition subordinates 
other questions regarding “the structure of the society, the size and composition 
of its population, its institutions and culture, the resource patterns and even 
distribution of output among the society’s members." 14 

3. There is aiso a tendency to define economic development from the point of 
view of economic welfare. Economic development is regarded as a process whereby 
the real per capita income increases accompanied by reduction in inequalities of 
income and the satisfaction of the preferences of the masses as a whole. In the 
words of Okun and Richardson, economic development is ‘‘a sustained, secular 
improvement in material well being, which we may consider to be reflected in an 
increasing flow of goods and services.’ ,,4 

This definition is also not free from limitations. First , sustained growth in real 
national income docs not necessarily mean an improvement in economic welfare. 
It is possible that with the increase in real per capita or national income, the rich 
may be becoming richer and the poor poorer. Thus a mere increase in econo¬ 
mic welfare does not lead to economic development unless the resultant distribu¬ 
tion of national income is also considered just. 

Second, in measuring economic welfare caution has to be exercised with regard 
to the composition of the total output that is giving rise to an increase in per 
capita real income, and how this output is being valued. The increased total out¬ 
put may be composed of capital goods. It may be at the cost of a reduced output 
of consumer goods. 

However, real difficulty arises in the valuation of the output. The output may 
be valued at market prices whereas economic welfare is measured by an increase 
in real national output or income. In fact ‘with a different distribution of income, 
prices would be different and both the composition and \alue of national output 
would also be different.' 

Third, from the welfare point of view we must also consider not only what is 
produced but how it is produced. The expansion of real national output might 
have raised the real costs (pain and sacrifice) and social costs in the economy. 
For instance, the increased output might have resulted from long hour* and in 
the deterioration of the working conditions of the labour force. 

Last, we cannot equate an increase in output per head with an increase in 
economic welfare, let alone social welfare, without additional considerations. To 
specify an optimum rate of development we must make value judgments regard¬ 
ing income distribution, composition of output, tastes, real costa tad other 
particular changes that are associated with the overall increase in the real 

"For conceptual difficulties involved in the measurement of per capita income, « ee pp. j q_ 

12 below. They arc to be discussed here. 

"O. Okun and R.W. Richardson. Studies In Economic Development, p. 230. 
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income.” 1 * Therefore, in order to avoid value judgments and for the sake of 
simplicity, economists use the per capita real national income as the measure of 
economic development. 

Meaning of the Term‘Underdeveloped’ 

The term ‘underdeveloped’ has been used in a variety of ways. Undeveloped 
and ‘underdeveloped’ countries are often used as synonyms. But these two tc'ms 
are easily distinguishable. An undeveloped country is one which has no prospects 
of development. An underdeveloped country, on the other hand, is one which 
has no polenlialiilts of development. The Antarctic, the Arctic and parts of the 
Sahara may be termed as undeveloped, while India. Pakistan. Uganda. Columbia. 
Panama, etc. may be called underdeveloped. Prof Shannon makes the following 
distinction: “An area that might properly be classihed as developed out still 
‘impoverished’, is characterised as ‘underdeveloped’, while an area that is 
‘undeveloped’ may be referred to as ‘underdeveloped’ when it is not capable of or 
amenable to development.-’ "Poor" and "Backward" are also used as synonyms 
for "underdeveloped.” 1 * A poor country does not mean a young country . Poverty 
simply refers to the low level of per capita income of a country. It has nothing to 
do with the country’s culture. ‘Backward countries’ is a static term like the term 
•undeveloped.’ So the words poor and underdeveloped are interchangeable. But 
certain economists like Meier and Baldwin and Barbara Ward prefer to use the 
term poor countries instead of underdeveloped countries. Barbara Ward says. 
“The phrase ‘underdeveloped’ is not very satisfactory, for it groups together very 
different types of underdevelopment.-* But ’poverty’ focuses only on low per 
capita real income. Prof Myrdal is. therefore, in favour of using the more 
dynamic and wider term “underdeveloped” countries. He opines. The use of the 
concept ‘the underdeveloped countries.’ implies the value judgment thatitisan 
accepted goal of public policy that the countries so designated should experience 
development. It is with this implication that people in poorer countnes use the 
term and press its usage upon people in the richer countries. ln . r '“"' ec ° llomi = 
literature, a more respectable term “the developing countries has come to 
be used in place of “the underdeveloped countries.— However. Professor ® aU " 
regards the expressions underdeveloped, developing and less developed as clearly 
euphemisms. The terms underdeveloped and developing are especially inappro¬ 
priate euphemisms: underdeveloped because it so clearly suggests that the condition 
it describes is abnormal, reprehensible and also perhaps readily rectifiable. 


‘•Meier and Baldwin, op. cit.. pp. 7-8. 

••Th^Unitcd Nations experts on - Measures for the Econorr ; c Dc V ^!.Id"be'p'Jor 
loped Countries* wrote: “An adequate synonym for underdeveloped countries 

countries,” op. cit., p. 3. 

••Barbara Ward, The Rich and the Poor Nations, p. 35. 

«Q. Myrdal. Economic Theory and Underdeveloped Regions . PP ™- dcve , cpcJ - and 

••Mrs Hicks uses the term -development countr.es id preference to underd ^ 

•developing* in order to cmphas.se that they arc undergoing a PMWuUr coun|fies . 

fostered by the UN and other international agencies, as well as by 
(Development Finance—Planning and Control, p. 1). 
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The term developing because its use leads to such contradictions as references to 
the stagnation or retrogression of the developing world. According to him poor 
or materially backward are the most appropriate expressions; “they best describe 
the condition which serves as a basis of classification; they best convey the fact 
that distinction is simply a matter of degree: and they are neutral in the^Cnse that 
they do not suggest that the condition described is abnormal and reprehensible.” 
But he relies largely on the most widely used term ‘underdeveloped* as a synonym 
for poor, or materially or technically backward. 1 * Of late, a new term 'Third World ’ 
is being used for underdeveloped countries.* 3 We shall be using all these terms 
interchangeably throughout the text. 

Different Criteria of Underdevelopment 

It is rather difficult to give a precise definition of underdevelopment. Under¬ 
development can be defined in many ways: by the incidence of poverty, ignorance, 
or disease; by maldistribution of the national income; by administrative Incompe¬ 
tence, by social disorganization .“ 2 ‘ There is thus not a single definition which is 
so comprehensive as to incorporate all the features of an underdeveloped country. 
Simon Kuziiets therefore suggests three definitions of underdevelopment. “First 
it may mean failure to utilize fully the productive potential warranted by the 
existing state of technical knowledge—a failure resulting from the resistance of 
social institutions. Second, it may moan backwardness in economic performance, 
compared with the few economically leading countries of the period. Third, it may 
mean economic poverty, in the sense of failure to assure adequate subsistence and 
material comfort to most of a country's population. The problem of underdeve¬ 
loped countries in current discussion reflects elements of all three definitions; its 
acuteness arises largely out of the material misery stressed in the third definition, 
it is sharpened by realisation of a lag compared with other, economically more 
advanced countries, and it is generally viewed as a social problem originating in 
the failure of social institutions rather than in a lack of technical knowledge." 23 
Some of the criteria of underdevelopment are discussed below: 

1. The first criterion of underdevelopment is the ratio of population io land 
area . But it is very difficult to ascertain whether a high or a low ratio of popula¬ 
tion to area is an indicator of underdevelopment. There are many underdeveloped 
countries in Africa and Latin America where there are “empty spaces" signifying 
a low ratio. While there are a number of other underdeveloped countries like 
India, China, Burma, Pakistan. Malaysia and many other South East Asian 
countries which have a high ratio of population to area. This criterion is, there¬ 
fore, regarded as vague and superfluous. 

—P.T. Bauer. DU'eni on Development. 1973 

“The Afiican. the Asian and the Latio American member countries of the United Nation* 
prefer to call themselves collectively as ih* Third V/otW: 7hey do so to dntinguish tbcm- 
selva from the economically advanced capitalist countxia of the First World’ and the 
socialist countries of the 'Second World.' 

“Hugh L Keenlcyside. Obstada and Mcaos in International Development, in Dynamics 
of Development, (ed.) G. Hambidge. p. 8. 

-Toward a Theory of Economic Growih in National Policy for Economic Welfare at Horn, 
ond Abroad,! ed.) R. Lokachaman, 1955. "" 


ECONOMIC DEVELOPMENT 9 


2. Another indicator of underdevelopment :> theratjo_ofjDd u s tr ial o utput, 
to total output. It may also be explained as ?:.e ratio'of industrial population to 
t otal pop u l ation. According to this criterion, countries with a low ratio of 
industrial output to total output are considered underdeveloped. But this ratio 
tends to increase with the increase in the per capita income. Therefore, the 
degree of industrialization is often a consequence rather than a cause of economic 
prosperity in a country. In countries where agriculture is developed, tert.ary or 
service industries tend to grow spontaneously because increasing d.posable agri¬ 
cultural surplus creates demand for the products of the industrial sector. But 
when the disposable surplus agricultural income is used to subsidize uneconomic 
urban industry, the overall per capita income would tend to be lower. 2 ® Thus the 
criterion is not a valid indicator of underdevelopment. 

3 The third criterion of underdevelopment is the low ratio of ca pital to per head-, 
of population? According to Dr Oskar Lange. ”An underdeveloped economy is an 
ectfriomyin which the available stock of capital goods is not sufficient to employ 
the total available labour force on the basis of modern technique of production." 27 
Prof Nurkse defines underdeveloped countries as those which "compared with 
the advanced countries arc under-equipped with capital in relation to their 
population and natural resources." 28 But dearth of capital is not a satisfactory 
criterion of underdevelopment for the following reasons: (a) Capital deficiency is 
not related to the absolute size of a country’s stock of capital but to the ratio of 
the capital to population or to some other factor. ( b) The Principle of Marginal 
Productivity tells that where the ratio of capital to other factors is low, the 
marginal productivity of capital is high. But it is difficult to infer from this that 
in underdeveloped countries marginal productivity of capital is high since capital 
is scarce, or that a high marginal productivity of capital suggests a scarcity of 
capital. It is possible that poor organisation, low skills, unfavourable weather, 
etc may tend to keep the marginal productivity of capital low in underdeveloped 
countries, (c) Moreover, if capital deficiency is taken as an ind.cator of under¬ 
development, other socio-economic factors are neglected. As Nurkse himself says. 
"Economic Development has much to do with human endowments, social atti¬ 
tudes. political conditions and historical accidents. Capital is a necessary but not 
a sufficient condition of progress." 29 

4. There are, however, some definitions which indicate towards poverty as 
the main cause of underdevelopment. Dr Eugene Staley -defines an underdeve¬ 
loped country as one "characterised by mass poverty which is chronic and not 
the result of some temporary misfortune and by obsolete methods of production 
and social organization, which means that the poverty is not entirely due to poor 
natural resources and hence could presumably be lessoned by methods already 
proved in other countries.” 30 In a similar fashion, the First Indian Five Year 

-J. Viner. The Economics of Development, in The Economies of Underdevelopment, (ed.) 

A N. Aggarwal and S.P. Singh, pp. 11-12. 

»*0. Lange, Essays on Economic Planning, p.33. 

-Op. cit .. p. 1. 

-Ibid. 

"E. Staley, The Future of Underdeveloped Countries, p. 13. 
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Plan defines an underdeveloped country as one which is characterised by “the 
co-existence, in greater or lesser degree of unutilized or underutilized manpower 
on the one hand and of unexploited resources on the other. The state of afTairs 
may be due to stagnancy of techniques or to certain inhibiting socio-economic 
factors which prevent the more dynamic forces in the economy from asserting 
themselves.” 31 

These definitions point towards some of the important characteristics of under¬ 
developed countries. That underdeveloped countries have uncxploited natural 
resources, scarcity of capital goods and equipment, obsolete techniques of produc¬ 
tion and defects in socio-economic organization, none can deny. But they do not 
lay emphasis on the basic criterion of underdevelopment, viz., low per capita 
income. As Barbara Ward says, “Perhaps the most satisfactory method of 
defining poverty is to discuss the question simply in terms of per capita income— 
the average income available to citizens in the various countries.”*- 

5. Thus one of the most commonly acceptable criteria of underdevelopment 
is the low per capita income of underdeveloped countries as compared with the 
advanced countries. Accor3ing to the United Nations experts, “We use it (the 
term underdeveloped country) to mean countries in which per capita real income 
is low when compared with the per capita real incomes of the United States of 
America, Canada, Australia and Western Europe." 33 In the words of Bauer and 
Yamey, “The term underdeveloped countries usually refers loosely to countries 
or regions with levels of real income and capital per head of population which 
are low by the standards of North America, Western Europe and Australia.”* 4 
"Today the average income per capita in th: United States is just over $2000. 
But there arc in the world 66 countries with a total population ot 1500 million, 
in which the per capita income—in so far as it can be measured in monetary 
terms is less than $200 a year. These are the truly underdeveloped lands.” 35 But 
such definitions which explain an underdeveloped country in terms of the low per 
capita level of income can by no means be considered adequate and satisfactory. 
For they focus attention only on ne aspect of underdevelopment, viz., poverty. 
They do not analyse the cat ses of the low consumption levels, the inhibited 
growth and the development p. cntial of an underdeveloped economy. Moreover, 
according to Prof Higgins, ‘'beit.g underdeveloped in the technical sense means 
nothing in terms of the level of civilization, culture or spiritual values.” 3 ® Serious 
difficulties also arise while measuring per capita national incomes in underdeve¬ 
loped countries and their comparison with the per capita incomes of the advanced 
countries. The data on per capita national income are often inaccurate, misleading 
and unreliable due to the following reasons: 

(<j) There is a substantial non-monetized sector in underdeveloped countries 


’'Government of India, First Five Year Plan, p. 7. A similar definition has been given by 
liuebunun and fcilis, op. cil., pp. 3-4. 

*‘Op. cil. 

•*U.N. Measures for the Economic Development of Underdeveloped Countries, p. 3. 

“P.r. Hauer and U S. Varney, The Economics of Underdeveloped Countries, p. 3. 

“Hugh L. Kccolcysidc, op. cn., p. y. 

“U. Higgins, Economic Development, p. 7. 
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which makes the calculation of national income difficult. A great deal of what is 
produced in the subsistence sector is either exchanged for other good, or is kept 
for personal consumption. This tends to understate the national income. 

(b) There is the lack of occupational specialization in such countries which 
makes the calculation of national income by distributive shares or by industrial 
origin difficult. Besides the crop, farmers often produce a variety of products 
like eggs, milk, articles of clothing, etc. that are never included in the national 

income estimates. 

(c) In underdeveloped countries people are mostly illiterate and do not keep 
any accounts, and even if they do. they are reluctant to disclose their income 
correctly. In such a situation only rough estimates are possible. 

Id) National income estimates include only those goods and services which are 
commercially used. But in underdeveloped countries people living in rural areas 
and manufacturing articles of consumption from rudimentary goods arc able t 
avoid many expenses. They build their own huts, garments and other necessities. 
Thus in underdeveloped countries, relatively fewer goods are channelised through 
the market, and therefore are not included in the national income estimates. 

(e) The computation of national income in terms of money underestimates 
the real income. It does not include the real cost of producing an article, the 
effort or sacrifice of leisure foregone in the process of production. The income 
earned by two persons may be the same, but if one works for longer hours than 
the other, there is some justification in saying that the real income of the former 
is underestimated. 

(f) National incone estimates fail to measure adequately changes in output 

due to changes in the price level. Index numbers used to measure changes in the 
price level are simply rough approximations. Moreover, the price levels vary i 
different countries. Consumers' wants and preferences also differ in each country. 
Therefore, the national income figures of different countries are often misleading 

and incomparable. . .. . 

lg) International comparisons of national income are inaccurate due to 
exchange rate conversion of different currencies into a common currency, i.e.. 
US dollars. The use of a single cur.ency unit for computing the total output 
of goods and services underestimates the national incomes of underdeveloped 
countries as compared with the developed ones. The rates of exchange are prima¬ 
rily based on the prices of internationally traded goods. But there are many goods 
and services in underdeveloped countries that ttre never traded jnterna .onally 
and are also priced low. “It is contended that approximately correct results can 
be obtained only when there exist an equivalence between the prevailing exchange 
rates and the relationship of internal prices. The equivalence is unlikelyJc.be 
achieved for most countries today in view of the prevalent use 
controls and quantitative restrictions on trade.” This makes mterna ional com 
parisons of national incomes misleading and superfluous. Economists like M ilk 
and Hagen have suggested the raising of per capita incomes of underdev. op d 
countries by three times or even more to make them more " a 
Colin Clark tried to meet this difficulty by expressing the national^‘^oTieata! 
underdeveloped countries first in “International unit and later in 
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unit.’* 37 

( h ) The calculation of per capita income in an underdeveloped country is likely 
to be understated or overstated due to unreliable and erroneous population 
figures. The census data are never accurate in such countries. 

(/) Above all, difficulties arise in the definition of income, in the differences 
in concepts used for the computation of national income in various countries and 
calculating the contribution to national income of such governmental activities 
as irrigation and power projects, police and military services. 

Despite these limitations, the per capita income is the most widely used 
measure of the level of economic progress of different countries. However, per 
capita income estimates alone have little value as indicators of underdevelopment. 

Conclusion. It is, therefore, better to define an underdeveloped country in the 
words of Vincr, “It is a country which has good potential prospects for using 
more labour or more capital or more available natural resources, or all of those, 
to support its present population on a high level of living, or if its per capita 
income level is already fairly high, to support a large population on a not lower 
level of living.” Thus, he concludes, “Ths basic criterion then becomes whether 
the country has good potential prospects of raising per capita incomes or of 
maintaining an existing high level of per capita income for an increased popula¬ 
tion.” This criterion has universal applicability. It is applicable to an under¬ 
developed country whether it has an abundance or scarcity of population or 
capital, or per capita income, or whether it has an agricultural or industrial 
economy. It also lays emphasis on per capita income and the development 
potential, the two crucial determinants of economic development. Thus Prof 
Vincr’s definition is more dynamic, positive, comprehensive and optimistic. 


”C Cljfk * Vle Conti Hons oj Economic Progress. (3rd cd.) p 2C. 


Chapter 2 

CHARACTERISTICS OF AN UNDERDEVELOPED 

COUNTRY 


ESS5SSSgPS 

SSHStg: 

one. It is a country characterised by poverty. with 1 S ® j$lcoun , ry lacking in 

villagers ekiog out a bare subsistence in the rural are J 

factories ofi.. own. usually with inadequate supples of W 

Anson. She 

characteristics of an underdeveloped country is that us exports, too ^ 

usually coosist almost entirely of raw materials, ores or f ' ul . 

product with possibly a small admixture of luxury handicrafts. O h 

lion or cultivation of these raw material exports ts m the bands of foreign 

companies.”* Ut u. examine some of these characteristics in detail. 

^An underdeveloped country is poverty-ridden. Poverty is ‘ "jjfj “ 
capita Income. According to the World Development Report, ml per cent 
Vf.be population of the world, in 10 X 0 had OMP'P<-apiU 
US dollars. On the other hand. 16.3 per cent of the world P P , , 

lie industrialised countries had GNP per “J Sr\d 

capital surplus oil exporters of West Asia with only J* . extent 

population had GNP per capita of 12.630dollars. These figures 
of poverty in developing countries. 

Giving figures for 1980. the World Development Report pointed \ M ^ 
income disparities among nations. In 19X0, there were 18 very r Np 

these, countries with populations in excess of one million were Japan wjfbONP 

per capita of 9.890'dollars. France II. 730dollars, West Germ i > 

baoada 10.130 dollars. United States 11.360and Switzerland.6.440dollars. 


•Quoted by Stephen Eoke In Economics For Dculopment, p. U> 
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three small capital surplus oil exporters of West Asia far exceeded the GNP per 
capita of the wealthy 18 countries. They were United Arab Emirates with GNP 
per capita of 26,850 dollars, Kuwait 19,830 dollars and Qatar 26,080 dollars. 
There were the poorest 28 low income countries with GNP per capita of dollars 
300 or less. Of these, 19 were the rock bottom countries with GNP per capita of 
less than 250 dollars, including among others Ethiopia with 140 dollars, 
Somalia 150 dollars, India 240 dollars, Burma 170 dollars, Nepal 140 dollars, 
Bangladesh 130dollars and Bhutan 80 dollars. Table’ 2.1 further reveals the wide 
differences between the rich and the poor nations of the world. 


Tablb 2.1. GNP per Capita in US Dollars, 1982 


Croup 1 

N000 A over 

Croup II 

3000 -799V 

Croup III 
503—2999 

Group IV 

Less than 50/ 

UAE 

26850 

E. Germany 

7180 

Yugoslavia 

2620 

Indonesia 

430 

Kuwait 

19830 

UK 

7920 

Argentina 

2390 

Sudan 

410 

Qatar 

26080 

New Zealand 

7090 

Chile 

2I5C 

Uganda 

300 

Switzerland 

16440 

Czechoslovakia 

5820 

Brazil 

2050 

Kenya 

420 

Sweden 

13520 

Spain 

5400 

Nigeria 

1010 

Sri Lankr 

270 

Norway 

12650 

Poland 

3900 

Mexico 

2090 

Pakistan 

300 

USA 

11360 

USSR 

4550 

Malaysia 

1620 

Afghanistan 

170 

Canada 

10130 

Singapore 

4430 

Columbia 

1180 

India 

240 

W. Germany 

13590 

Israel 

4500 

Jordan 

1420 

Burma 

170 

Australia 

9820 

Greece 

4380 

Phillipines 

690 

Nepal 

140 

France 

11730 

Venezuela 

3630 

Thailand 

670 

Bangladesh 

130 

Japan 

9890 

Italy 

6480 

Egypt 

580 

Bhutan 

80 


Source: World Development Report. 1982 


This low per capita income is further reflected in low living standards of the 
people. In such countries food is the major item of consumption and about 75 
per cent of the income is spent on it as compared with 20 per cent in advanced 
countries. People mostly take cereals and other starches to the total absence of 
nutritional foods, such as meat, eggs, fish, and dairy products. For instance, the 
per capita consumption of cereals in India is 427 grams per day as compared 
with less than 200 grams in developed countries. The per capita protein consump¬ 
tion in India is 48 grams daily as against 97 grams for the USA. 

As a result, the average calorie intake hardly exceeds 2000 in underdeveloped 
countries as compared with more than 3000 to be found in the diets of the 
people of the advanced countries. This is shown in Table 2.2. 


Table 2.2. Calories per Day per Capita, 1977 


Country 


Calories 


Country 


India 

Bangladesh 

Nepal 

Burma 

Pakistan 

Indonesia 


2021 

1812 

2002 

2286 

2281 

2272 


Calories 


Egypt’ 
Japan 
Sri Lanka 
Phillipines 
USA 
UK 


•2760 

2949 

2126 

2189 

3576 

3336 
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drinking water and more Jg* childreQ . q such entries are due to 

estimated 90 per cent ofdea y uninformed 'parents and lack of 

poor nutrition, unsafe water, poor sa i ' hardly flourish. Recent data 

for the developed countries. Most e “ °P^ ng f , hc manpower require- 

tional facilities rapidly. Still such effor.s fall sho o P M 

men.s of these economies. In many lo* income level 

of the primary school agejdjUdW » countrie5 . while enrollment in 

ment rates are towerlha - P*-_~- r More0 ver. the type of education 
higfiert 3 ^^r^ 3 f^niea up to 3 per cen co „ going children is ill- 
being imparted to the majority o tr i« Thus the vast majoriiy o( the 

suited to the development need. of ^ ^ n , <ducated . PoV erty is. 

people in LDCs are ill-fed. I ^ [d[ ' vt | opcd country which is involved in 

A.K. cairncross is Jus,died in saying that the under¬ 
developed countries are the slums of the world economy . 

countries, in low jr*'" l*e ^-; K ' n ^ ion , s er)gagcd in agn- 

desh, and Vietnam, more than 74 per ceni o v Germany 

culture while the percentage, for the United 

=.-tr 

“srSn^fmaS specialize in the production of raw ma.ria, and fcod- 

'%£ rsr . p : ? t «j. 

Malaysia in rubber, tin and palm oil; Indonesia in rubber, o.l and . 

•A K. Ceirocross. Factors In Economic Development, p- 15. 

•World Development Report, 
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in cotton; Bangladesh in jute; India in tea and Brazil in coffee. An underdeveloped 
country is thus a primary sector economy. Besides the primary sector there is 


Table 2.3. Average Yields for Major Food Crops 

(too kn per hectare ) _ 


Crop 

Year 

India 

United Slates 

World 

1. Wheat 

197V 


23.0 

17.8 

1 Rice (Paddy) 

1979 

17.9 

51.4 

26.1 

3. Maize 

1979 



32.7 

4. Jowar 

1979 

sue 


6.2 


the underdeveloped secondary sector with a few simple, light and small consumer 
goods industries and an equally underdeveloped tertiary sector i.e., transport, 
commerce, banking and insurance services. In some of the low income countries 
such as Bangladesh, Ethiopia, Nepal, Uganda, Angola and Tanzania the share 
of agriculture in GDP continued to be more thao 50 per cent and the share of 
industry and manufacturing less than 25 per cent in 1980. While in other low 
income countries such as India. Pakistan, Kenya and Indonesia the share of 
agriculture in GDP had come down from 50 per cent to about 35 per cent on 
the average, and the share of industry and manufacturing had increased between 
30 to 40 per cent. 

A Dualistic Economy 

Almost all the underdeveloped countries have a dualistic economy. One is the 
market economy, the other is the subsistence economy. One is in and near the 
towns, the other in the rural areas. One is developed, the other is less developed. 
Centered in the towns, the market economy is ultra-modern with all the ameni¬ 
ties of life, viz., the radio, the car, the bus, the train, the telephone, the picture 
house, the palatial buildings, the schools and the colleges. Here too government 
offices, the business houses, the banks and a few factories are visible. The sub¬ 
sistence economy is backward and is mainly agriculture-oriented. 

In many underdeveloped countries, there are foreign-directed enclaves thus 
making a triplistic economy. They are highly capitalistic and are found in petro¬ 
leum, mining and plantations. Some of the more obvious examples involve 
petroleum extraction in West Asia. Venezuela, and Libya; mining for copper in 
Central Africa; tin in Bolivia and gold in South Africa; plantation cultivation of 
rubber trees in Malaysia, and tea in Sri Lanka. The native hired labour working 
in these plantations and mines spends a considerable part of its wages on import 
ted consumer goods. The standard of living of the workers working there differs 
from that of their brethren living in the subsistence sector. The foreign ownership 
and operation of mines and plantations leave deep scars on the economies of 
underdeveloped countries. The huge proflts earned by the foreigners are flown to 
their countries thereby draining and impoverishing the national economies. 
Moreover the various minerals and plantation products are exploited in the 

interest of the foreign country. All this keeps the underdeveloped countries eco¬ 
nomically poor. 
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The dualistlc or triplistic nature of the economy is thus not conducive to 
healthy economic progress. The primary sector inhibits the growth of the secon¬ 
dary and the tertiary sectors by putting a limit on their expansion and develop¬ 
ment. 


Underdeveloped Natural Resources 

The natural resources of an underdeveloped country are underdeveloped in 
the sense that they are either unutilized or underutilized or misutilized. A country 
may be deficient in natural resources, but it canoot be so in the absolute sense. 
Although a country may be poor in resources, it is just possible that in the 
future it may become rich in resources as a result of the discovery of presently 
unknown resources or because new uses may be found for the known resources. 
Thus instead of saying that underdeveloped countries are absolutely deficient in 
natural resources, it is more appropriate to say that they have not: been 

successful in overcoming the scarcity of natural resources by appropriate changes 

in technology and social and economic organisation.' As B auer and Yamey 
have put it: “It would be over-simplification to suggest that the ^de r dcvdoped 
countries in general are ill-favoured with natural resources and have niggardly 
endowments, especially of minerals, and fertile land all d '«'°P ed c ° un '"“ 
began by being underdeveloped by modern standards. ■ an ^ave oriyteu 
developed within a comparatively short and recent period of history. Generally 

speaking, an underdeveloped country is not deficient in land mineral, water 

forest or power resources. For example. India has about 90 million acres of 
cultivable waste land and its total hydro-power potential has bee0 * s, f ss ' d at 
41 million kW but hardly 10 per cent of it has w far been “tthKd Africa 
possesses 44 per cent of the world’s hydro-power potential but utilizes little more 
than* 0*i per cent. Underdeveloped countries are also rich m mineral wealth 
Afric a posses ses considerable reserves of copper, tin, bauxite and 
rich!n petroleum, iron, bauxite, manganese, mica and tin. And Latin America 
reserves of petroleum, iron, zinc, and copper are immense. The forest wea th 
Africa and South America still remains unpenetrated and unexplored. Thus t 
underdeveloped countries do possess resources but they rematn unutilized, unde - 
utilized or misutilized due to various inhibitions such as their maccesssib.l. y. 
lack of technical knowledge, non-availability of capital and the small extent 
the market. 


Demographic Features . . H 

Underdeveloped countries differ greatly in demographic position and trends 
Diversity exists in the size, density, age-structure and the «,e of growth of 
population. But there appears to be one common measure, a rapidly increasing 
population which adds a substantial number to the total population every y • 

With their low per capita incomes and low rates of capital formation, it becom 

difficult for such countries to support this additional number. An w 
increases due to improved technology and capital formation, .t is swallowed up 

•Meier and Baldwin. Economic Development, pp. 291-292. 

•Op. clt., p. 16. Italics mine. 
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by increased population. As a result, there is no marked improvement in the 
standard of living of the masses. Warning about the increase in numbers, 
Keenleyside writes: “The womb is slower than the bomb but it may prove just as 
deadly. Suffocation rather than incineration may mark the end of the human 

story.”* # . 

Almost all the underdeveloped countries possess high population growth 
potential characterized by high crude birth-rate and high but declining death- 
rate. The advancement made by medical science has resulted in the discovery of 
marvellous drugs and the introduction of better methods of public health and 
sanitation which have reduced mortality and increased fertility. In low income 
countries of the world, crude birth rate declined by 28.3 per cent during 1960*80 
and the erode death rate by 36.0 per cent. In most of the low income countries 
the crude birth-rate averages 40 per thousand and the crude death-rate 20 per 
thousand. Declining death-rates and increasing birth-rates give a very high 
natural growth rate of population, as is apparent from Table 2.4. The average 
annual growth rate of population in developing countries is 2,5 per cent as com¬ 
pared with about 0.8 per cent in developed countries. This rapid increase in 
numbers aggravates the shortage of capital in such economies because large 
investments arc required to be made to equip the growing labour force even with 
obsolete equipment. It has been estimated that 5 to 12.5 per cent of the national 
income will be required for such investments, if the growth rate of population is 
2.5 per cent per year. So the possibilities of investing in improved equipment, 
which raise productivity per worker, arc diminished. 


Table 2.4. Average Annual Growth Rates of Population(1970-80) 


Developing Countries 

Per cent 

Developed Countries 

Per cent 

China 

18 

USSR 

0.9 

India 

' 2.1 

United Stales 

1.0 

Indonesia 

2.3 

Japan 

1.1 

Brazil 

2 2 

United Kingdom 

0.1 

Bangladesh 

2.6 

Italy 

0.6 

Pakistan 

3 1 

Fiance 

0.5 


Source: World Development Report. 1982. 


An important consequence of high birth-rate is that a larger proportion of 
the total population is in younger age groups. The percentage of population 
under 15 years of age is about 40 in backward countries of Asia, Africa and 
Latin America, whereas Great Britain has about 2 per cent of its population 
under the age of 15. Moreover. 90 per cent of the dependents are children in LDCs 
whereas their percentage is only 66 in developed countries. A large percentage 
of children in the population entails a heavy burden on the economy which 
implies a large number of dependents who do not produce at all but do consume 
With many dependents to support, it becomes difficult for the workers to save 
for purposes of investment m capital equipment. It is also a problem for them to 
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provide their children with the education and bare necessities of life that are 
essential for the country’s economic and social progress in the l:ng run. 

Underdeveloped countries have also a shorter life expectancy which means 
a smaller fraction of their population is available as an effective labour force. 
Average life expectancy at birth is roughly 50 years in low income countries 
whereas in the developed countries it is 74 years. Low life expectancy means that 
there are more children to support and few adults to provide for them which 
Inhibits the rate of economic growth. “Economically speaking the under¬ 
developed countries suffer a considerable loss of Investment—material and 
immaterial—in upbringing and educational efforts In respe.t of a substantial 
number of young people who never reach the prime of life. Even if the amount 
Invested per capita is below the equal length of the cost of education. clothing 
and food, customary in Western countries, the outlay lost in the aggregate is 
staggering.’* 7 

Lastly, in a majority of underdeveloped countries, the density of agricultural 
population is very high in relation to the area of cultivated land. In Egypt, in the 
inhabited area of the valley of the Nile, the density of population is 600 persons 
per sq km. Though in other underdeveloped countries it is much less, yet their 
density is increasing rapidly with the growih of population. The problem is be¬ 
coming serious in the river deltas of Asia and Africa and in the densely popu¬ 
lated islands of Malaysia. Indonesia, and Sri Lanka. Shortage of land in rela¬ 
tion to an excessively large agricultural population leads to overcrowding, over¬ 
cropping and soil exhaustion thereby impeding economic progress. 

Unemployment and Disguised Unemployment 

In underdeveloped countries there is vast open unemployment and disguised 
unemployment. The urban unemployment is spreading with urbanisation and the 
spread of education. But the industrial sector has failed to expand along with the 
growth of labour force thereby increasing urban unemployment. Then there arc 
the educated unemployed who fail to get jobs due to structural rigidities and the 
lack of manpower planning. With the present average annual growih rate of 
4.5 per cent in urban population, 20 per cent of the labour force in urban areas 
is unemployed. 

But underemployment or disguised or concealed unemployment is a notable 
feature of the majority of underdeveloped countries. Such unemployment is not 
voluntary but involuntary. People are prepared to work but they arc uoable to 
find work throughout the year due to the lack of complementary factors. Such 
unemployment is to be found in agriculture where farmer* and their families 
have insufficient land and equipment to keep them fully employed and at the 
same time they are not in a position to secure employment in other dccupations. 
If. for example, six persons are engaged in cultivating a p ece of land that could 
be cultivated by five, it implies that all the six are not fully'employed. And if one 
of them is withdrawn and given some alternative occupation, then, not only he 
but the remaining five will also be fully employed without affecting agricultural 


*A. Boone, Studies In Economic Development, p. 24. 
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output at the same time. In the words of Navarrete and Navarrete, “Under¬ 
employment may be described as a situation in which the withdrawal of a certain 
quantity of the factor labour to other uses will not appreciably diminish the total 
output of the sector from which it is withdrawn. This is as much to say that the 
marginal productivity of these units of the factor labour in their original emp¬ 
loyment is zero or very close to zero or even negative and by withdrawing that 
from agriculture, farm output could actually be increased Though quantitative 
measurement of this disguised unemployment is difficult, yet most economists 
agree that in densely populated countries disguised unemployment represents 25- 
30 per cent of the agricultural labour force which could be withdrawn without 
adversely affecting farm output. 9 

There are also other types of underemployed persons in such countries. A 
person is considered to be underemployed if he “is forced by unemployment to 
take a job that he thinks is not adequate for bis purpose, or not commensurate 
with his training.” Further, there are those who work full time in terms of 
hours per day but earn very little to rise above the poverty level. They are 
hawkers, petty traders, workers in hotels and restaurants and in repair shops, 
etc. in urban areas. They are also said to be underemployed. 

Economic Backwardness 

In underdeveloped countries particular manifestations of economic backward¬ 
ness are low labour efficiency, factor immobility, limited specialization in occupa¬ 
tion and in trade, economic ignorance, values and social structure that minimize 
the incentives for economic change. 10 

The basic cause of backwardness is to be found in low labour efficiency (or 
productivity) as compared with developed countries. This low labour efficiency 
results from general poverty which is reflected in low nutritional standards, ill 
health, illiteracy and lack of training and occupational mobility, etc. 

There is also occupational immobility of labour due to the joint family 
system and the caste system. Certain cultural and psychological factors are more 
dominant than wage rates in determining the supply of labour. The joint family 
system makes people lethargic and stay-at-home. In many underdeveloped 
countries, certain occupations are reserved for members of some particular caste, 
religion, race, tribe or sex. In Latin America cloth making falls within the 
exclusive jurisdiction of women. In India, a janitor always belongs to a particu¬ 
lar caste. According to Dr Stephen Enke, underdeveloped countries have what 
might be termed “an uneconomic culture.” “Primarily, this means that tradi¬ 
tional attitudes discourage the full utilization of human resources. More specifi¬ 
cally, it means that men are less likely to strive for extra consumption.” In 
underdeveloped countries people are mostly illiterate, ignorant, conservative, 

•A. Navarrete and I. Navarrete, •‘Underemployment in Underdeveloped Countries," j Q 
Aggarwal and Singb. op. clt., p. 341. Italics mine. 

•Cf. Nurksc, op. cit., p. 35. UN Measures for Economic Development of Underdeveloped 
Countries, p. 9. M. Dobb. Some Aspects of Economic Development , p. 38. "Problems of Indus¬ 
trialization of Eastern and South-Eastern Europe," P.N. Rosenstein-Rodan in Aggarwal and 
Singh, op. cit., p. 245. 

,# Meier and Baldwin, op. cit., p. 293. 
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superstitious and fatalists. Poverty in such countries abysmal, but it is consi¬ 
dered to be God-given, something pre-ordained. It is never attributed to personal 
lack of thrift and industry. 

There is extensive prevalence of child labour and women’s status ind posi¬ 
tion in society is inferior to men. Dignity of labour is conspicuously absent. 
Government jobs even of a clerical nature, have more prestige than manual 
work. People are ranked not according to their capacity to do a particular job 
but by age, sex, caste, clan and kinship. They are governed by customs and 
traditions. Individualistic spirit is absent. Exchange by barter is widespread and 
money economy is hardly understood. "The value system minimizes the impor¬ 
tance of economic incentives, material rewards, independence and rational cal¬ 
culation. It inhibits the development and acceptance of new ideas and objectives 
and fails to compare the costs and advantages of alternative methods to achieve 
objectives. In short, the cultural value system within many poor countries is 
not favourable to economic achievement and the people remain economically 
backward.’’ 11 

Absence of Enterprise and Initiative 

Another characteristic feature of underdeveloped countries is the absence of 
entrepreneurial ability. Entrepreneurship is inhibited by the social system which 
denies opportunities for creative faculties. "The force of custom, the rigidity of 
status and the distrust of new ideas and of the exercise of intellectual curiosity, 
combine to create an atmosphere inimical to experiment and innovation." The 
small size of the market, lack of capital, absence of private property, absence of 
freedom of contract and of law and order hamper enterprise and initiative. In 
most of the underdeveloped countries not only private but public enterprise is 
also not forthcoming due to inefficient administrative machinery. 

Such countries have only a small class of merchants and traders who mostly 
deal in consumer goods and act as money-lenders and real estate agents. What¬ 
ever little entrepreneurship exists that tends to become monopolistic or quasi- 
monopolistic. Entrepreneurs develop personal and political contacts with the 
government officials, enjoy a privileged position and receive preferential treat¬ 
ment in financial, taxation and other matters. 

Foreign entrepreneurs have, however, played an important part in the eco¬ 
nomic development of such countries. They have pioneered in the development 
of mines, plantations, transport, trade and industries. But they have not been 
instrumental in the emergence of local enterprise. Economic development has 
never been their motive. They have been solely promoted by the profit motive. 
Whatever development has ensued, has been ancillary to the overall objective of 
exploiting the colony in their own and in the interest of Imperial Government. 

But the part played by ‘emigre entrepreneurs’ cannot be under-estimated. 
The work of immigrant Chinese in Malaysia, Singapore and Indonesia; of Indians 
in Burma, Indonesia, Sri Lanka, Malaysia and East Africa; of Indians and Chinese 

in the West Indies has been significant in bringing about the economic progress 

of these countries. They have done yeoman’s service in skill formation an 
“Meier and Baldwin, op. eit.. pp. 298-299. 



22 THE ECONOMICS OP DEVELOPMENT AND PLANNING 

capital formation. They have tended to imbibe 

try! frugality and dignity of labour among the local populace. In recent years 
wUh the upsurge of nationalism in almost all the countries of Asia and Africa, 
the role of the immigrant enterprise in giving a fillip to local enterprise in the 
field of the trade and industry is be.ng viewed with mistrust and suspicion. 

No wonder then, that underdeveloped countries lack dynarmc 'n>repreneur 
ship which Schumpeter regarded as the focal point in the process of econom.c 

development. 

1 ofufficienc***'of' MpiwTequipment is another general characteristic of such 
countries. Underdeveloped countries are characterized as •'“P'> a '-P oor ° r 
saving and low-investing” economies. There is not only an extremely small cap. 
,al stock but the current rate of capital formation .s also very low. In mo 
underdeveloped countries gross investment is only 5-6 per cent of gross natio 
income whereas in advanced countries it is about 15-20 per cent. 

Such low rates of the growth of capital stock are hardly enough to provide a 
rapidly growing population (at 2-2* per cent per annum), let alone invest in new 
capital projects. In fact, these countries find it difficult to cover even depreciation 
of capital and replace the existing capital equipment. 

The root cause of this capital deficiency is the problem of under-saving or more 
'precisely, that of under-investment in productive instruments capable of increas¬ 
ing their rate of economic growth. The per capita income being very low, people 
on the bare edge of subsistence cannot save much thereby leaving very little for 
further investment. 

There are extreme inequalities in the distribution of incomes in such countries. 
But this does not mean that the volume of savings available for capital formation 
is high. In fact, large savings are possible only in the case of 3-5 per cent of the 
people at the top of the income pyramid. Moreover, the persons at the peak of 
the income pyramid are traders and landlords who have a tendency to invest in 
unproductive channels such as in gold, jewellery, precious stones, idle inventories, 
luxurious real estates and money markets abroad, etc. 

Another reason as to why the saving ratio does not rise with the increased 
level of incomes in the long run has been explained by Nurkse in terms of the 
•‘demonstration effect.”** In everybody there is a great urge ”to keep up with 
the Joneses,” that is, to imitate the standard of living of our prosperous 
neighbours. Similarly, there is a tendency on the part of the people of the under¬ 
developed countries to emulate the higher consumption standards of advanced 
countries. As a result of the demonstration effect, the rise in incomes is spent on 
increased expenditure of conspicuous consumption and thus savings are almost 
static or negligible. This demonstration effect is usually caused by foreign films, 
magazines and visits abroad. 

This tendency to emulate the consumption patterns of advanced countries is 
to be found not only in the case of private individuals but also in the case of 


‘•For a full di*cussioo refer to the Appendix to present Chapter. 
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governments. The governments in LDCs emulate social security programmes 
found in developed countries, viz., miuimum wage legislation, health insurance, 
pension and provident fund schemes, etc., but these measures put obstacles in 
the way of entrepreneurs and thus retard capital formation. "It is not surprising, 
writes Haberlcr, ’’that poor and backward economies when they wake up and set 
their minds to develop in a hurry and catch up with more developed economies 
are tempted to overspend and live beyond their means." 

Underdeveloped countries, therefore, suffer from chronic capital deficiency and 
the factors responsible for this are not only economic but also socio-political in 
nature. 

Technological Backwardness 

Underdeveloped countries are also in the backward state of technology. Their 
technological backwardness is reflected firstly, in high average cost of production 
despite low money wages; secondly, in high labour-output and capital-output 
ratios as a rule, and on the average, given constant factor prices thus reflecting a 
generally low productivity of labour and capital; thirdly, in the predominartce of 
unskilled and untrained workers; and lastly, in the laige amount of capital 
equipment required to produce a national output. "Deficiency of capital hinders 
the process of scrapping off the old techniques and the installation of modern 
techniques. Illiteracy and absence of a skilled labour are the other major hurdles 
in the spread of techniques in the backward economy. Thus it may be pointed 
out that technological backwardness is not only the cause of economic backward¬ 
ness, but it is also the result of it." 

This technological backwardness is due to technological dualism which implies 
the use of different production functions in the advanced sector and the tradi¬ 
tional sector of the economy. The existence of such dualism has accentuated the 
problem of structural or technological unemployment in the industrial sector 
and disguised unemployment in the rural sector. Underdeveloped countries are 
also characterised by structural disequilibrium at the factor level which leads to 
technological unemployment. This technological unemployment arises from mal- 
allocation of resources, the structure of demand and technological restraints. 

Foreign Trade Orientation 

Underdeveloped economics are generally foreign trade-oriented. This orienta¬ 
tion is reflected in exports of primary products and imports of consumer goods 
and machinery. The percentage shares of fuels, minerals, metals, and other 
primary products ip the merchandise exports of the majority of LDCs, as revealed 
by the recent data, are on the average about 80 per cent. For instance, the share 
of Ethiopia islOOper cent, of Burma 97 per cent, of Sri Lanka 88' per cent, of 
Uganda 99 per cent, of Indonesia 97 per cent, of Thailand 75 per cent, of 
Malaysia 83 per cent, Algeria 99 per cent,of Nigeria 99per cent, and of Kenya 
86 per cent. This too much dependence on exports of primary products leads to 
serious repercussions on their economies. Firstly, the economy concentrates mainly 
on the production of primary exports to the comparative neglect of the other 
sectors of the economy. 

Secondly, the economy becomes particularly susceptible to fluctuations in the 
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international prices of the export commodities. A depression abroad brings down 
their demand and prices. As a result, the enure economy is adversely affected. 

Lastly f too much dependence on a few export commodities to the uiter neglect 
of other consumption goods has made these economies highly dependent on 

imports. Imports generally consist of fuel, manufactured articles, primary com¬ 
modities, machinery and transport equipment, and even food, as is clear from 

Table 2.5. Coupled with these is the operation of the demonstrauon effect which 
tends to raise-the propensity to import still further. 


Table 2.5. Percentage Share of Merchandise Imports, 1979 

Country Food Fuel* Other primary Machinery A transport Other 

commodities equipment manufactures 


India 

Pakistan 

Sri Lanka 

14 

20 

23 

26 

17 

18 

II 

6 

4 

19 

24 

25 

30 

33 

30 

Kenya 

6 

24 

3 

34 

33 

Indonesia 

16 

II 

6 

32 

35 

Egypt 

26 

1 

7 

34 

32 

Malaysia 

14 

12 

7 

37 

30 

Brazil 

12 

37 

7 

21 

23 


Of late, there has been a secular decline in the income terms of trade (capacity 
to import) of the underdeveloped countries so that they are faced with the balance 
of payments difficulties. According to Professor Kurihara, an underdeveloped 
country’s weak export capacity relatively to its strong import needs is reflected 
in its persistent external indebtedness. For instance, the gross inflow of public 
medium and long-term loans to Indonesia was 1.945 million dollars and the re¬ 
payment of principal was 1.335 million dollars in 1979. 

The foreign trade-orientation also manifests itself through the flow of foreign 
capital to underdeveloped countries. It plays a dominant role in developing and 
expanding the export sector. It also controls and manages those services which 
are ancillary to the export sector. In this way foreign capital has tended to mono¬ 
polize its position in certain selected fields like minerals, plantations, and petro¬ 
leum in underdeveloped countries. The multi-national corporations (MNC) from 
developed countries have spread themselves in developing countries in manufac¬ 
turing, export-oriented plantations, petroleum and raining. Such a widespread 
hold of foreign capital in underdeveloped countries drains their resources. The 
foreigners are interested only in maximizing their gains at the expense of the 
developing countries. 


Appendix 

A NOTE ON THE DEMONSTRATION EFFECT 


F OLLOWING the lead given by Prof Nurkse, 1 economists are of the view that 
one of the important factors retarding capital formation in underdeveloped 
countries is the desire of the people to imitate the superior consumption standards 
of the advanced countries. This phenomenon has come to be known as the 
•Demonstration Effect 1 after James S. Duesenberry.* Duesenberry used the con¬ 
cept to explain the inter-relationship between changes in income, saving and 
consumer behaviour in the United States. He revealed that the idea of ‘keeping 
up with the Joneses’ (/.*., imitating the superior standards of the neighbours) 
tends to increase expenditure on superior consumption goods and reduce saving. 
Individual consumption patterns are inter-related and not independent. ‘•When 
people come into contact with superior goods or superior patterns of consump¬ 
tion, with new articles or new ways of meeting old wants, they are apt to feel 
after a while a certain restlessness and dissatisfaction. Their knowledge is exten¬ 
ded, their imagination stimulated, new desires are aroused, the propensity to 
consume is shifted upwards."* According to Duesenberry. the average urban 
family in America saved 8 per cent of its annual income in 1917-19 which fell to 
almost zero in 1941. This fall in the propensity to save is attr.buted to the 
demonstration effect It reveals one important fact that the propensity to save on 
the part of an individual depends not on the absolute level of his real income but 

on the relative income level of other people he comes into contact with. In the 

United States, higher income groups comprising 25 per cent of the population 
account for all the personal savings of the community while 75 per cent of 
American families save virtually nothiog. The chaoge in saviog habits in advan¬ 
ced countries is thus explained in term of the contact effect. 

Prof Nurkse has applied the Duesenberry thesis oh the international plane. 
When the inhabitants of underdeveloped countries come to know of the higher 

Standard of consumption enjoyed by the people of the advanced countries their 

urge to imitate is stimulated violently. People in such countries become familiar 
with the Western consumption habits through foreign films, the radio and adver¬ 
tisements in Western magazines. Some of the foreigners living in these countries 
or paying visits as tourists or accompanying official delegations also help in the 
widespread imitation of higher consumption patterns. The same effect is produced 
by the citizens of underdeveloped countries returning from advanced countries 
after receiving education and serving there. Modem communications and the 
spread of knowledge have been the two important factors m spreading the 

•R. Nurkse. Problems of Capital Formation In Underdeveloped Countries. Ch. III. 

■J.S. Duesenberry, Income, Sarins, and the Theory of Consumer Behaviour. 1949. 

•R. Nurkse. op. cU. 
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demonstration effect on the international level. With the rise in the level of income, 
most or all of it, is spent on conspicuous consumption and little is saved, in 

the underdeveloped countries, with a degree of variation depending on the level 

of underdevelopment, the consumption of scooters, transistors, radios, ans, 
refrigerators, washing machines, heating and air conditioning appliances, lere yne 
clothes, crockery, cutlery, toilet goods, etc., has been on the increase. There t is 
also a tendency on the part of the rich to build ultra-modern apartments rawer 
than spend their income in more productive channels. The tendency to emu a e 
advanced countries is further found in the governments of underdeveloped coun¬ 
tries that spend huge sums in providing citizens with the essentials of modern 

living from daylight street lighting to super bazars, from deluxe buses and trams 
to holiday homes, motels and luxurious hotels. This is the investment demonstra¬ 
tion effect as distinct from Nurkse’s consumption demonstration effect. 


Its Effects , 

The demonstration effect adversely influences the propensity to save in under¬ 
developed countries. As people come in contact with the consumption patterns 
of advanced countries their expenditure on conspicuous consumption increases 
which reduces their saving capacity. A rise in the absolute level of real income 
in these countries leads to a further upward shift in the consumption function. 
The demonstration factor not only reduces the propensity to save but also 
makes it difficult for the government to use public finances as an instrument of 

capital formation. . 

The demonstration effect by increasing the demand for imported goods in 
relation to their supply leads to inflationary pressures and balance of payments 
disequilibrium . When people in underdeveloped countries come in contact with 
the people of advanced countries they feel continually impelled to keep their 
money incomes and expenditures above what is warranted by their own capacity 
to produce. This presistent tendency to over spend on international account 
results in disequilibrium in the balance of payments. The reason lies not in the 
rich country’s high productive capacity leading to low export prices and great 
competitive strength but in the underdeveloped country’s high propensity to 
consume. In such a situation, the classical prescription to stop inflation by adjust¬ 
ing the exchange rate does not seem to work. Many underdeveloped countries 
find it difficult to apply it and even when they try, the inflationary pressures 
continue. And import restrictions and exchange controls fail to check disequili¬ 
brium in the balance of payments from reappearing. The international income 
disparities, however, adversely affect the balance of payments by increasing the 
demand for imported goods. On the other hand, the exports of underdevelop¬ 
ed countries are stagnant, rather they have gone down in recent years. Hence 
inflationary pressures and balance of payments difficulties persist as the normal 
state in underdeveloped countries. They are just a symptom and stem from the 
growing international disparities in real income levels leading to increased con¬ 
sumption in underdeveloped countries. Thus the international demonstration 
effect acts as an obstacle in the way of domestic saving and capital formation in 
such countries besides being a source of inflationary pressures and disequilibrium 
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Chapter 3 

OBSTACLES TO ECONOMIC DEVELOPMENT 


T HE basic characteristics of underdeveloped countries discussed in the preced¬ 
ing chapter might as weU be regarded as the obstacles to economic develop¬ 
ment Even though the general characteristics of underdevelopment are not 
common to all the underdeveloped countries, yet a broad answer to the question 
why a poor country is poor is implicit in these characteristics. A number of these 
characteristics are both the cause and consequence of poverty. In fact, there 
are circular relationships known as the vicious circles of poverty that endeavour 
to perpetuate the low level of development in such countries. The following 
factors analyse the mutual causative relationships that inhibit development. 

Vicious Circles of Poverty 

Underdeveloped countries have fallen into ‘vicious circles of poverty.’ Nurkse 
has explained the idea in these words: “It implies a circular constellation of forces 
tending to act and react upon one another in such a way as to keep a poor 
country in a state of poverty. For example, a poor may not have enough to eat; 
being underfed, his health may be weak; being physically weak, his working 
capacity is low, which means that he is poor, which in turn means that he will 
not have enough to eat; and so on. A situation of this sort relating to a country 
as a whole, can be summed up in the trite proposition: “A country is poor 
because it is poor.” 1 

The basic vicious circle stems from the fact that in underdeveloped countries 
total productivity is low due to deficiency of capital, market imperfections, 
economic backwardness and underdevelopment. The demand side of the vicious 
circle is that the low level of real income leads to a low level of demand which, 
in turn, leads to a low rate of investment and hence back to deficiency of capital 
and low productivity. This is shown in Fig. 3.1. Low productivity is reflected in 
low real income. The low level of real income means a low rate of saving. The 
low level of saving leads to a low rate of investment and to deficiency of capital. 
And the deficiency of capital, in turn, leads to a low level of productivity. Thus 
the vicious circle is complete from the supply side. It is depicted in Fig. 3.2. The 
low level of real income, reflecting low investment and capital deficiency is a 
common feature of both the vicious circles. 

A third vicious circle envelops underdeveloped human and natural resources. 
Development of natural resources is dependent upon the productive capacity of 
the people in the country. If the people are backward and illiterate, lack in 
technical skill, knowledge and entrepreneurial activity, the natural resources will 
tend to remain unutilized; under-utilized or even mis-utilized. On the other hand. 


l R. Nurkse, op. cit., p. 4. 
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people are economically backward in a country due to underdeveloped natural 
resources. Underdeveloped natural resources are, therefore, both a consequence 


Low 
'Productivity 


Capital 

Deficiency 


\ 


Low 
Investment 


lo~ Cjj .1 

Income OeMe 

J \ 

Demand 


Low 

oduCtivity 


low 

Income 


J 



FIG. 3.1 


FIG. 3 2 


and cause of the backward people. 2 This is explained in Fig. 3.3. 
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“Poverty and underdevelopment of the economy are thus synonymous. A 
country is poor because it is underdeveloped. A country is underdeveloped 
because it is poor and remains underdeveloped as it has not the necessary resources 
for promoting development. Poverty is a curse, but a greater curse is that it is 
self-perpetuating." 3 


Low Rate of Capital Formation 

The most pertinent obstacle to economic development is the shortage of 
capital. This stems from the vicious circles of poverty analysed above. Poverty is 

•Meier and Baldwin, op. ell., p. 320. 

•K.N. Bhattacharya. Indian Mans. p. 4. Professor Bauer in his Dissent on Development 
regards the thesis of the vicious circle of poverty as invalid because it is conclusively refute 
by empirical evidence. The model behind it is defective in that the variables specified or 
implied in it are either relatively unimportant as determinants of development, or they do 

not interact in the fashion implied. He points out that if the thesis were valid innumerable 

individuals, groups and communities could not have risen from poverty to riches as t c> 
have done throughout -he world, in both rich and poor countries. Further, the thesis is al>o 
refuted by the very existence of developed countries, all of which started poor .with ow 
incomes per head and low levels of accumulated capital. But they have advanced, usually 
without appreciable outside capital and invariably without external grants, which wou 
have been impossible according to the thesis of the vicious circle of poverty. Moreover, as 
the world is a closed system, the thesis is inconsistent with the phenomenon of dcvelopmen 
Thus -the thesis of the vicious circle of poverty postulates either that low average k vs 
entail zero rates of change, which is readily refuted by observation, or alternatively that a 
low level is the same as a zero rate of change which is a simple error in logic. 
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both a cause and consequence of a country's low rate of capital formation. In an 
underdeveloped country, the masses are poverty ridden. They are mostly illiterate 
and unskilled, use outmoded capital equipment and methods of production. They 
practise subsistence farming, lack mobility and have little connection with the 
market sector of the economy. Their marginal productivity is extremely low. Low 
productivity leads to low real income, low saving, low investment and to a low 
rate of capital formation} The consumption level is already so low that it is 
difficult to restrict it further to increase the capital stock. That is why millions 
of farmers in such countries use outmoded and obsolete capital equipment. Such 
small sums as they may be able to save are often hoarded in the form of currency 
or used in purchasing gold and jewellery, etc. The inclination to hoard money is 
due to the absence of banking facilities in rural areas. No wonder, there is little 
capital formation in underdeveloped countries. 

It is the high income group that does most of the saving in underdeveloped 
countries. But these savings do not flow into productive channels. On the other 
hand, they are dissipated “into real estate, gold, jewellery, commodity hoards 
and hoards of foreign or domestic currency, money lending and speculation.*’ 4 
Thus 'value-retaining* objects and durable consumer goods dominate their ex¬ 
penditure pattern. In addition, conspicuous consumption plays an important part 
in their consumption patterns. Consequently, they prefer an imported article for 
its prestige value to an equally good domestic article. 

But what are the main reasons for the lack of incentives to save and invest in 
underdeveloped countries? These include “imperfect maintenance of law and 
order, political instability, unsettled monetary conditions, lack of continuity in 
economic life, the extended family system with its drain on resources, and its 
stifling of personal initiative and certain systems of land tenure." The other 
reasons which inhibit investment are. firstly, sheer habit. It is always easier to 
attempt the familiar than the unfamiliar. By nature man is happy in his old 
moorings and would not like to take risks in new ventures. The second reason is 
the small extent of the domestic market. The capacity of the domestic market to 
absorb new supplies of commodities is limited due to the low purchasing power 
of the masses. Thirdly, the difficulties of securing fund9 for investment purposes 
are also insurmountable. Many manufacturing activities require large capital- 
outlays which are difficult to obtain due to the lack of a well developed capital 
and stock market, and a credit and banking system. Fourthly, the lack of skilled 
labour and factor mobility enhance the cost of production and thereby hamper 
potential investors. Fifthly, absence or inadequacy of basic services like trans¬ 
portation, power and water-supply, etc., further reduce the inducement to invest. 
Lastly, entrepreneurial ability in itself is a scarce factor in most of the under¬ 
developed countries. Whatever little entrepreneurship is available, that is scared 
away by high risks involved in investment. The traders and marchants are mosUy 
engaged in the export industry which consists of primary products. Thus, there is 
no addition to the real stock of capital in these countries. 

In between the low income and high income groups, there is a small middle 
income group. It is mostly engaged in well established and less risky ventures, 

*R. Nurkse, op. clt., p. 26. 
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such as providing marketing and other services. This group, though not lacking 
in entrepreneurial ability, is reluctant to invest in manufacturing industries for 
the reasons which are not far to seek. There is the difficulty of obtaining institu¬ 
tional and corporate finance, advanced technology, trained labour and manage¬ 
ment. Above all. the difficulties enumerated in the preceding para go together to 
inhibit the growth of capital in such countries. 

Manv of these difficulties can. however, be surmounted if the State provides 
the necessary social overheads. This would give an impetus to development to 
some extent. But in underdeveloped countries ruled by foreign powers, the 
governments have mainly been interested in maintaining law and order. They 
invest capital simply to facilitate the export of primary products rather than help 
in industrializing the economy. .“The real problem has been that the governments, 
like the private sectors, have been politically backward, unstable and uncoopera¬ 
tive in furthering development.’’ 5 

Soclo-cultural Obstacles . 

No doubt shortage of capital is a serious obstacle but it is not the only 
obstacle to economic development. As Nurkse has said: “Economic development 
has much to do with human endowments, social attitudes, political conditions 
and historical accidents. Capital is a necessary but not a sufficient condition of 
progress.”* Broadly speaking, underdevelopedcountr.es possess social institutions 
and display such attitudes as are not conducive to economic development.. 
According to the U N Report on Processes and Problems of Industrialization in 
Underdeveloped Countries there are ‘elements of social resistance to economic 
change' in underdeveloped countries which include institutional factors charac¬ 
terized by ‘rigid stratification of occupations’ reinforced by traditional beliefs 
and values: attitudes involving ‘inferior valuation attached to business roles and 

their incompatibility with the patterns of living and concepts of social dignity 

upheld by the high status groups’ and ‘factionalism* which has been defined as 
‘the tendency of the society to be divided by caste and class cleavages, ethnic or 
religious distinctions, differences in cultural tradition and social pattern, kinship 
loyalties and regional identification. 7 Such factors tend to inhibit social and 
geographical mobility and constitute a drag on progress. The people of such 
countries are averse to accept new values created by the impact of Innovations. 

Prof Hansen writes in the case of India: “Agricultural practices are controlled 

by custom and tradition. A villager is fearful of science. For many villagers 
insecticide is taboo because all life is sacred. A new and improved seed is suspect. 
To try it is a gamble. Fertilisers for example, are indeed a risk ... To adopt 
these untried methods might be to risk failure. And failure could mean star¬ 
vation.” 8 

The family is the primary economic and social unit. Family attitudes are 
responsible for population pressures and attachment to land. They also limit the 


•Meier and Baldwin, op. c/t. p. 323. 

•Op. clt., p. 1. 

•Ibid., pp. 19-20. 

Alvin Hansen, Economic Issues of the 1960's, pp. 157-158. 
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range of individual freedom in making economic decisions which m turn influ¬ 
ent the motives to save and invest. Money is hoarded or investedrngpU. jewd 
lery or in real estate or is spent to meet social obligation* on ceMMjUW 
sions to maintain status. Ostentatious expenditure, better knovmas ^p.cuous 
consumption of the part of the wealthier classes, also hunts the capacity to save 

^InTuch a society relations are personal or patriarchal rather than universal. 
People are influenced by kinship or status as determined by caste, clan or creed. 
“It appears to be difficult to disentangle a person’s abilities and capacities as a 
worker from his caste, religious beliefs, social or geographical origin or other 

attributes that have little to do with his potential contribution to production. 

Consequently, efficiency suffers because special abilities go unused and job and 
workers are unlikely to be as well matched as they might be. These social atti¬ 
tudes also stand in the way of good government, clean administration, and in 

the efficient working of large scale enterprises. They lead to nepotism, bribery, 
favouritism and inefficient administration. Bad administration whether in private 
or public enterprise makes economic development all the more difficult. 

Social attitude towards education is further inimical to economic progress. 
Purely academic education which trains people for government and other clerical 
jobs is preferred to technical and professional education in such countries. There 
is prejudice against manual work which is despised and ill-rewarded. Conse¬ 
quently, there develops a natural distaste for practical work and training that 
leads to technological backwardness. 

Oriental religions give less inducements to the virtues of thrift and hardwork. 
People in such societies regard work as a necessary evil rather than a virtue. 
They place high values on leisure, contentment and participation in festivals and 
religious ceremonies. Thus, money that can be usefully invested is dissipated in 
uneconomic ventures. People do not believe that progress is possible through 
human efforts and man is not helpless before the blind forces of Fate. Religious 
dogmas inhibit progress, for they prevent social, economic and political institu¬ 
tions to change in a way that is conducive to economic development. As Dr 
S. Radhakrishnan observed, “The qualities associated with the Eastern culture 
make for life and stability; those characteristics of the West for progress and 
adventure.” 10 


Repercussions of International Forces 

Economists like Myint, Prebisch, Singer, Lewis and Myrdal have developed a 
theory of world exploitation of underdeveloped countries. They maintain that 
certain ‘disequalising forces’ have been operating in the world economy as a 
result of which the gains from trade have gone mainly to the developed 
countries. 

After the opening up of underdeveloped countries to world markets, there 
has been a phenomenal rise in their exports. But this has not contributed much 
to the development of the rest of the economy of these countries, as the export 

•Buchanan and Ellis. Approaches 10 Economic Development, p. 86. 

10 Eastern Religion and Western Thought, p. 258. 
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Chapter 4 

BASIC REQUIREMENTS FOR ECONOMIC 
DEVELOPMENT 
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N underdeveloped country aspiring for progress should have certain pre- 
y-V requisites for economic development. But it is not enough to say that 

economic development can be achieved by simpiy removmg .h^obstac es wh ch 
stand in the way of economic progress. According to Prof W A. Lewis, tne 
proximate causes of economic growth are: the effort to economise, the increase 
of knowledge or its application in production, and increasing the amount of 
capital or other resources per head. These three causes, though clearly distinguish¬ 
able conceptually, are usually found together.' But since economic development 
is closely associated with 'human endowments, social attitudes, P ol,t ^' 
and historical accidents', only economic requirements for development are not 
enough. Therefore, political, psychological, social and cultural re ^ u,reme ^ are 
as much important as economic requirements. As Prof Cairncross aptly '«“arks, 
■'Development is not just a matter of having plenty of money nor is it P“' c 'y a “ 
economic phenomenon. It embraces all aspects of social behaviour. lh * «tab- 
lishment of law and order, scrupulousness in business deaiings includmgdeahDgs 
with the revenue authorities; relationships between the family, literacy, familiarity 
with mechanical gadgets and so on.- In the light of this, certain requirements 
for economic development are discussed below. 

An Indigenous Base ... . 

A major requirement for economic development ts that the growth process 

must have a domestic base within the underdeveloped economy. The desire to 

better their lot and the initiative to make material progress must arise among the 

nationals of the country. Development must be willed by the countiy itself; it 

cannot be implanted from outside. External forces should stimulate and facilitate 
the national forces. They should supplement and not supplant them. Foreign aid 
can only initiate or stimulate development; it cannot maintain it. Development 
will falter in the absence of sufficient internal motivation. Unless the momentum 
of development comes from within the economy, the initial initiative to develop¬ 
ment will be dissipated and shortlived. As Prof Cairncross puts it, “Development 
is impossible if it does not take place in the minds of the men." Too much 
dependence on foreign aid saps all initiative for development and gives a free 
hand to foreign investors to exploit the natural resources to their own advantage. 
Prof Paul Baran is of the view that such aid in a way, amounts to ‘bringing’ the 


‘W.A. Lewis, The Theory of Economic Growth, p. 11. 
*A.K. Cairncross, op. clt., p. 26. 
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must be firmly rooted within the domestic economy. 
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•P.A. Baran. Vie Pointed Economy of Economic Growth (Indian Ed). P- > 4 - 

•Meier and Baldwin, op. c/t..p. 336. Development.* in While. 

•T.W. Schultz, The Role of Government in Promoting Economic Develop 

L.D. (Ed.), The State of Social Sciences, p. 372. 
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institutions, social attitudes, and motivations. Such structural change leads to 
increasing employment opportunities, higher labour productivity and the stock of 
capital, exploitation of new resources and improvements in technology. 

An underdeveloped economy is characterised by a large primary sector and a 
very small secondary sector along with an equally small tertiary sector. For 
instance, in India the primary sector contributed 49.4 per cent to net national 
output in 1949-50, the secondary sector 16.6 per cent and the tertiary sector 
18.6 per cent. The structural change may begin with a transfer of population 
from the primary to secondary and then to tertiary employment. In an over- 
populated agricultural oriented economy, 70-80 per cent of the population is 
engaged in the agricultural sector. Structural change involves the expansion of 
the non-agricultural sector so that the proportion of population in the agricultural 
sector is progressively reduced. It implies reduction in the size of contribution to 
net national output by the agricultural sector. But a decline in the share of the 
agricultural sector in the net national product does not mean a fall in the output 
of agriculture. Rather agricultural output must increase in absolute terms. In 
order to increase agricultural output, radical changes will have to be made in the 
form of land reforms, improv&T agricultural techniques and inputs, better 
marketing organisation, new credit institutions, etc. 

When agricultural production increases, it increases money incomes in the 
agricultural sector. This, in turn, expands rural demand for consumer goods and 
agricultural inputs which act as stimulants to the expansion of the industrial sector. 
The industrial sector itself affects the agricultural sector. Firstly, the expansion 
of farm output requires improved farm machinery and other inputs manufactured 
by the industrial sector. Secondly, increasing agricultural productivity and 
incomes expand the demand for consumer goods and services available in the 
industrial sector. "The scope for increasing agriculture productivity and incomes, 
in other words, is heavily dependent upon the structural transformation of the 
economy as it affects the growth of commercial demand forgoodr producted, the 
growth of alternative employment opportunities, and the increased quantity and 
quality of purchased inputs available to the agricultural sector.” 

Another important aspect of structural change is the transfer of population 
from primary and secondary to tertiary employment. Tertiary production includes 
a number of dissimilar services producing non-material goods like transport, retail 
and wholesale distribution, education, government and domestic services, etc. 
With economic development the demand for tertiary products increases very 
rapidly because the expansion of the agricultural and industrial sectors is- depen¬ 
dent largely on the existence of transport, retail and wholesale distribution, 
technical personnel, etc. So the proportion of working labour in tertiary occupa- 
10 ns rises with economic development. But many of the tertiary occupations like 
railways, motor transport, etc. are of high capital intensity and involve substitu- 
nrno 0 ? P ! f ° r ab0Ur OD a ,arge sca,e - Thus * in the initial phase of economic 
m3 ! TZ ' y v ° CC r l, ° QS fail t0 absorb ,argc of people, and the 

Htt e or no c!n M ^ ° f aU kinds of S°°ds and services requiring 

°I waZ L° ^ ■“ Ve ° dors of fruit - “wspapers. or else car washers, 
^ H TT aDd J h ° P as5,SIants " This type or underemployment is re¬ 
inforced by disguised unemployment in the rural sector. P ’ 
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, , K . d in a riven country in the process of development are most effective 

Ten they fil bothThe econom^ needs and cuhura. conditions of the. «*. uy 

Borrowed institutions Uke borrowed clothes, may fit without alteration, b 

n °However^ a those Institutional changes which affect technical skills adtninh- 
trative and entrepreneurial activities or the supply of capital are more important. 

The need for capital requires the existence of financial ^cUtate tht 

savings can be collected and canalized into productive channels. To 
nrocess such financial institutions like the savings banks, bond and stock « 
changes, investment banks and complex of brokers, dealers and commercial 
hanks that comprise the money market are required. . . 

b The shortage of skilled personnel of various kinds such as scientist, 
eers engineers, administrators, etc. poses a serious problem in underdeveloped 
countries It requires the setting up of scientific, technological and managerial 
research and training institutes in the take-off surge. For instance, thei pract.ee of 
cs , . a- c i.nHfr the Tokueawa and the adoption of western techniques and 
taSSS technology resulted in far-reaching institutional 
changes which paved the way for Japanese rapM progress. But the basic pro¬ 
blem is to increase the supply of entrepreneurs which depends not on a set of 
particular institutions but upon a whole series of environmental conditionsand 
appropriate personal motivations. An entrepreneur might be m0,lv “ ted ^ h ‘ gh “ 
monetary reward or by a desire to found a private commercial kingdom or o 
prove his superiority or by the joy of innovating or of getting things donei or simply 
of exercising one's energy and ingenuity. Not only must there be individuals who 
are willing to engage in entrepreneurial activity, they must also be able to do so. 
The entrepreneur must be willing to behave in an independent manner, overcome 
resistances to change and assume personal responsibility for the outcome of his 

actions Moreover, the social and economic conditions must be conducive to the 

exercise of these entrepreneurial abilities. Law and order will encourage entre¬ 
preneurial opportunities. So will public policies designed to provide economic 
overhead capital and favourable monetary and fiscal incentives. Technological 

advance and facilities to finance innovations will increase the supply of entre- 

preneurship and so will mobility of resources and wider makers. Thus, motives, 
abilities and a congenial environment all combine to promote entrepreneurship. 
Since entrepreneurial motivations and abilities are long run sociological problems, 
it is better to make the economic and social environment to the development of 


entrepreneurship. 

Let us summarise the entire argument relating to structural changes in the 
words of Professor Bert Hoselitz, “Economic growth is a process which affects 
not only purely economic relations but the entire social, and cultural fabric of a 
society. The predominant problem of economies in our day is the overcoming 
of economic stagnation, which normally takes place through a process of indus¬ 
trialization. In most recorded cases in which industrialization took place and led 
to a level of self-sustaining growth, this phase of economic development was 
initiated by a rapidly “explosive” period which, in accordance with Rostow, 
we may call the take-off. The rapid structural and organisational changes affect¬ 
ing the productivity of a society which take place during the take-off phase are 
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and thereby releasing resources to be utilized for capital formation. The various 
methods of forced savings are taxation, deficit financing and borrowing. 

Taxation is one of the potent methods of compulsory savings. Imposition 
of new taxes, increase in the rates of existing taxes and their vigorous enforce¬ 
ment lead to a reduction in disposable incomes and thus to domestic consump¬ 
tion. Progressive taxes on expenditure, capital gains, windfalls, real estates and 
unearned incomes should be levied to restrict the use of savings for unproduc¬ 
tive purposes. This method has an added advantage of being non-inflationary, 
But care should be taken that taxes do not reduce the incentives to save and 
invest. The aim of taxation should beio restrict the use of savings into unpro¬ 
ductive channels and siphon them ofi into the coffers of the state for capital 
formation. 

Deficit financing is an important instrument for capital formation. By increas¬ 
ing money incomes and reducing real consumption, deficit financing increases 
the community savings. It is, however, inflationary in character. It should, 
therefore, be resorted to in small doses otherwise the rise in prices is likely to be 
spiral. Then it is 4 danger signal for the economy and inflation plays havoc. If 
not controlled in time, it undermines the entire development process. 

Another source of capital formation is borrowing from the public. Public 
borrowing may be forced or voluntary. The first method is not operative in 
democratic underdeveloped countries while the second method is not so success¬ 
ful due to a low saving potential, lack of developed bill and money markets and 
the absence of a sufficiently high rate of interest to attract private savings. In 
order to make public as well as private borrowing a success and as a matter of 
fact capital accumulation and economic development, efforts should be made to 
encourage people to save more. For this purpose, opening of savings banks and 
commercial banks, starting of life insurance and compulsory provident fund 
schemes and other social security programmes, introduction of bonuses, gifts, 
lottery prizes and bonds of various denominations can go a long way in cultivat¬ 
ing saving habits. The setting up of a well-developed capital and money market 
by the central bank can give further impetus in this direction. Above all, the 
inculcation of the spirit of nationalism through education and propaganda is the 
sine qua non for the success of this programme of collecting small and large 
voluntary savings. 

The government also uses the profits earned by public corporations for capital 
formation. Public corporations are a substitute for private enterprise. Public 
enterprises are set up in underdeveloped countries to overcome the deficiency cf 
private corporations. The state allows the public undertakings to keep a part of 
their profits in a revolving fund so that it may be used for further capital invest¬ 
ment. The remaining part of profits is taken over by the state for the purpose of 
utilising it in other projects for capital formation. 

Capital accumulation can also be brought about by restricting luxury imports 
and by importing capital goods instead. This measure can be a success only if 
these savings are not utilized on luxury and semi-luxury goods manufactured at 
home. If consumers start spending more on domestic consumer goods, the 
increase in the import of capital goods will be offset by reduction in domestic 
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preference for investment in housing, by hoarding, by capital flight, by infla¬ 
tionary pressure, by conspicuous consumption and by the inadequacy of the 
banking systems and capital market. Finally, there are important problems of 
ensuring investment into the most productive channels.* 10 Therefore, in order to 
accelerate the rate of capital formation an underdeveloped country should resort 
to all the measures enumerated above simultaneously. 


A Suitable Investment Criterion 11 

Determining the pattern of investment in an underdeveloped economy is as 
important as the rate of capital formation. But it is not an easy task. The under¬ 
developed country has not only to determine the rate of investment but also the 
composition of investment. It is the responsibility of the state to undertake that 
investment which is most beneficial to society. The optimum pattern of invest¬ 
ment depends mostly on the fruitful avenues of investment available to the coun¬ 
try and on the social marginal productivity of different types of investment. The 
different investment criteria are discussed below: 

(a) Social Marginal Productivity. One of the major investment criteria is that of 
social marginal productivity. This criterion states that investments should be made 
in those directions where the social marginal productivity is the highest. Several 
economists including Galenson and Leibenstein, Hollis Chenery and A. E. Kahn 
have advocated it as a practical guide to policy. Some of the guiding principles 
of this criterion are: (1) investment should be directed towards the most produc¬ 
tive uses so that the ratio of current output to investment is maximized or conver¬ 
sely the capital-output ratio is minimized; (2) investment should be made in 
those projects that will make the maximum use of labour, l.e. f wherein labour- 
investment ratio is maximized; (3) those investment projects should be selected 
that produce goods meeting the basic needs of the people and promote greater 
external economies; (4) investment projects that will make the most use of 
domestic raw materials and other operating supplies should be given preference 
over others; (5) those investment projects should be selected that go to improve 
the distribution of real income; and (6) investment should be directed to those 
industries which cooserve foreign exchange, reduce pressures on balance of pay¬ 
ments and maximize the ratio of export goods to investment. 

It is, however, • possible to use these principles in a cut and dry manner. 
For economic growth implies changes not only in socio-economic factors but also 
in tastes, habits, quantity and quality of population and technology, etc. The 
criterion, therefore, should be studied with reference to the entire dynamic 
complex of an economy. Some of the social objectives are likely to be conflicting 
and contradictory. To make a choice among the various objectives is a difficult 
task and involves value judgements. There may also be differences of view over 
the direction of investments as to their ultimate results. For example, it is possi¬ 
ble that investment in particular projects may increase national income but at the 
same time make the distribution of income unequal. Similarly, investment in some 


"Charles P. Kindleberger, Economic Development , pp. 54-55 

» For a more comprehensive and advance .rea.ni.nt ref« to ihe chapter on Inves.men. 
Criteria in Economic Development. 
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projects may raise national and per capita consumption in the immediate future 
as compared to another project which may raise them over a long period. Thus, 
it is not easy to make decisions as to the nature and direction of investment 

without a given set of social objectives. As Meier and Baldwin aptly remark: 

"This concept of productivity is of course a value concept and not simply a 

Ph (h) C slcia'l' and Economic Overheads. The basic consideration in selecting 
industries at the time of making investment decisions is the prosit of external 
economies. Allyn Young and Rosens.ein-Rodan made a strong case for developing 
those industries that would create external economics for the growth of other 

industries. At the same time, investment in such industries breaks the vicious 

circle of low incomes, small size of the market, low inducement to invest and 

low productivity. In order to achieve this from the supply side, investment should 
create external economies in the form of development of sources of fuel and 
power, common source of raw materials, credit, research and transport facilities, 
etc From the demand side, investment should create large social and economic 
overheads in the form of hospitals, schools, roads, railways, buildings, dams. etc. 
Such categories of investment may raise productivity or widen the market or 
reduce cost and thus encourage the establishment of new industries. Similarly, 
investment in export industries and in import-competing industries provide 
another field of fruitful investment and is in keeping with the balance of payments 
criterion. All this can be summed up by saying that investment should aim at 
developing the ‘growing points* in the economy. In the beginning particular 
•growing points* should be developed which, in turn, will set chain reactions and 
influence the entire economy. Thus an ‘unbalanced* process of economic growth 
will ultimately merge into the broader requirement of 'balanced growth. 

(c) Balanced Growth. Since the various sectors of the economy are inter-dcpen- 
dent it will not be enough to concentrate on the development of certain selected 

industries. Investment should, therefore, be based on the principle of'balanced 

growth.* The doctrine of balanced growth implies an all round and simultaneous 
development of different sectors of the economy. The various sectors of an eco¬ 
nomy should grow in a harmonious way so that no sector lags behind or moves 
far ahead of others. Since the various sectors of an economy are interre¬ 
lated and interdependent, it is essential that investment should be directed towards 
a broad front so that these sectors move in unison. If investments arc made over 
a wide range of industries, the market will widen as the various industries create 
demand for each other’s products. Balanced growth, therefore, requires a balance 
between different consumer goods industries and between consumer goods and 

capital goods industries. A balance is also required between investment in agri¬ 
culture and industry. Agriculture and industry are complementary to each other. 
An increase in industrial output requires an expansion of agricultural output. If 
output and employment increase in the industrial sector, it will lead to an increase 
in the demand for raw materials and foodstuffs. If the agricultural sector fails to 
increase their supply, inflation will set in. Similarly, a balance is essential between 


'•Meier and Baldwin, op. ell., p. 340. 
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social and economic overheads and directly productive investments. Investments 
in social and economic overheads must be adequate to stimulate and support the 
aericultural and industrial sectors of the economy. ..... 

A balance is also required between the domes.ic sector and the foreign sector. 
For rapid economic development imports of capital equipment are needed on a 
large scale. These imports are required to be financed by exports m order to 
avoid balance of payments difficulties. It also implies maintenance of a proper 

balance between ‘production for home consumption and production for export. 
It is, therefore, essentia! that both the domestic and foreign sectors should grow 


in balance. , , t . _ 

(d) Choice of Techniques. The choice of production techniques also influences 

the amount and pattern of investment in an underdeveloped economy. Whether 

it should have capital-intensive or labour-intensive techniques of production 
depends on the broad social and economic objectives of the country- But it 
depends more on the merits of each project in relation to its various effects on 

the distribution of income, on the level of per capita income, on market demand, 
on economies of scale and on balance of payments. There appears to be no unani¬ 
mity of opinion among economists on this issue. In overpopulated underdeveloped 
countries where there is disguised unemployment along with shortage of capital, 
there is a strong case for adopting labour-intensive techniques. Contrariwise, in 
countries where labour is relatively scarce, capital-intensive techniques are more 
appropriate. If a labour-intensive project makes the distribution of income more 
equitable, it is an act of wisdom to employ more labour relatively to capital. In 
national interest, it is advisable, nay imperative, to develop defence and other 
basic industries by using capital-intensive techniques. Similarly, for raising export 
production in order to earn more foreign exchange, a country should adopt 
capital-intensive techniques. There are, however, other projects such as the deve¬ 
lopment of a multi-purpose river valley project where the planners can use more 
labour-intensive and less capital-intensive techniques. For constructing the dam, 
digging canals, carrying earth, etc., work may be carried on with the help of more 
labour relatively to capital, while a power project attached to the dam will require 
more capital equipment relatively to labour. In adopting a particular technique 
of production the planners must always decide in the light of broad develpment 
perspectives. 

(e) Capital-Output Ratio. Various economists have advocated capital-output 
ratio as an investment criterion. While making a choice among investment pro¬ 
jects and in determining priorities, capital-output ratios of different projects 
should be compared. Investment should be confined to those projects that lower 
the capital-output ratio. If the capital-output ratio of an investment project x is 
3 : 1 and that of project y 5 : 1, then investment in project x must get priority 
over project y. The lower the capital-output ratio, the higher is the growth rate of 
the economy. 

The underlying assumption of this criterion is that the projects in which invest¬ 
ment is to be made are perfect substitutes. But in reality, no two projects are 
perfect substitutes. Agricultural projects and industrial projects are at best com¬ 
plementary rather than substitutes. Again, while choosing among investment 
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projects one should compare their contribution 

SSrS- Tt ratio and the effect of investment 

: jars 

country can invest as much capital as '* 10 abs0[b capital. The 
ment potential of a countryis l.m y by (he , ack of mohility 

capacity to absorb capital, on the other | on „ el Ralio nal investment criteria. 

srsatsK: zxzs is. - 

brium in balance of payments. becau se investments are 

A „ underdeveloped country is pron_ o .nfla.ion bee ^ ^ ^ , 0 

mostly financed by credit creation a “ d fi , rocasurcs because of the 

control inflation by appropriat' j2 oi ~ ,1* machinery and low 

market imperfections, inefficient but y d , d CCO nomic over- 

ssr •- —. 

decisions. tha . lb ey do not lead to 

Investments should also be made 1 inevitably leads to a need for 

balance of payments difficulties. Devel P Thc { of investment 

larger foreign exchange to pay for tne rising ^° c ZJc^y of the country, 
should, therefore, be related to the materials and 

Imports should be restricted to the P . should be wasted on luxury 

capital equipment and m no “ se 1 f g ... if inv . slmcnts are <*. reeled towards 

and unproductive goods. This is only possi ^ „ CC5S of imports over 

the development of the export sector. , ^ [cduced l0 lhe detriment of the 

exports, foreign exchange earni g h , d be gcared , 0 the export 

various development programmes. So investment snoui 

and the import potential of the economy _ investment criterion. 

Thus there is not a single, precise, simple an■ J dlscU s S ed above. 

The best way is to strike a balance among the various criteria. 

Soclo-cultural Requirements rh _ necd if development is 

The sociocultural attitudes of the people should beRanged■> - P d 

,o take place. When there are social.obstacles to family. 

be removed or their character altered. Soci g Iife shou , d be 

the caste system, the kinship, the id.g« ou ^“ ™ ‘^nt ^ut it is not an 
modified so that they may be more favourable to ***9*"^ ^ ^ ^ 
easy task. Any social or cultural change will bri g 0 my. "For econo- 

in its wake. It may, therefore, adversely affect t e n latter which 

mic welfare is only a part of general social we a r «• " will nol entail 
should have prime consideration. An increase in national mcom 
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an increase in social welfare, if the increase is accompanied by weak cultural 
adjustments.” 1 * Therefore, all socio-cultural changes should be selective. They 
should be introduced by stages. Persuasion and not coercion should be the 
method. Education and demonstration can do a lot in this direction. Popular 
education leads to popular enlightenment and opens the way to knowledge. It 
opens men’s mind to new methods and new techniques of production. It creates 
self-discipline, power to think rationally and to probe into the future. Emphasiz¬ 
ing the importance of education in economic development. Prof Cairncross writes: 
“No country can count itself developed, in which education in the way of indus¬ 
trial civilization has not taken place. Peasants have to be brought within the 
monetary economy and not left to pursue subsistence farming; workers have to 
become used to working fixed hours in factories for wage payments; towns have 
to grow, and so banks and business enterprises; the fruits of science have to be 
applied throughout the economy. Above all, there must emerge as a continuing 
element in the life of the country, a group of business, administrative and political 
leaders who can be depended upon to maintain the momentum of development by 
constant innovation." 14 

Administrative 

The existence of a strong, competent and incorrupt administration is the sine 
qua non of economic development. The government must be a strong one, capable 
of maintaining internal law and order and defending the country against external 
aggression. In the absence of stable government and peace and tranquillity, public 
policies arc likely to change very often. Economic plans will receive a setback 
and development will suffer. Therefore, unless there is good and efficient adminis¬ 
trative machinery, development plans—private as well as public—cannot be pro¬ 
perly implemented. The need for good administration in economic development 
has been succinctly explained by Prof Herman Finer: “Economic Development 
requires laws and a constitution to give direction and assure men of the benefits 
commensurate with the efforts and sacrifices the development programme pro¬ 
mises to entail. It requires also an appropriate administrative system to follow 
through with the plans laid down in the laws. Such a government must offer 
society the services if it desires to stimulate economic development: order, justice, 
police, and defence; rewards commensurate with ability and application in pro¬ 
duction; security in the enjoyment of property which may be of extremely varied 
character; testamentary rights: the assurance that business covenants and contracts 
will be kept; the provision of standards of weights, measures and currency and 
stability of the government system itself, to maintain the sense of order and future 
calculability of expectations and duties.” 5 


"Meier and Baldwin, op. cit., p. 356. 
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Chapter 5 


MEANING AND CHARACTERISTICS OF MODERN 

ECONOMIC GROWTH 


M ODERN economic growth refers to the development of the developed 
countries of Western Europe, the United States, Canada, Australia and 

V • 

^Professor Simon Kuznets ia his Nobel Memorial Lecture defined economic 
growth "as a long-term rise in capacity to supply increasingly diverse economic 
goods to its population, this growing capacity based on advancingitjdnotoa 
and the institutional and ideological adjustments that it demands. TtodcJ" 
tion has three components: First, the economic growth of a nation ts identified 
by the sustained increase in the supply of goods. Second, advancing technology 
is the permissive factor in economic growth which determines the growth of 
capacity^in supplying diverse goods to the population. Third, for an efficient and 
wide use of technology and its development, institutional and ideological adjust¬ 
ments must be made to effect the proper use of innovations generated by advane> 
ing stock of human knowledge. For example, modern technology is 'ncomp-. b e 
with the rural mode of life, the large and extended family pattern, family 
prise and illiteracy. 

CHARACTERISTICS OF MODERN ECONOMIC GROWTH 

Modem economic growth marks a distinct economic e P och ;^ 

Kuznets has pointed out six characteristics of modern economic growth ,h 
emerged in the analysis based on national product and its components, P P 
tion labour force, and the like. Of the six, two characteristics are quantitative 
that'relate to national product and population growth, two relate to structu 
transformation, and two to international spread. We discuss them one by one. 

1. High Rates of Growth of Per Capita Product and Population 

Modern economic growth, as revealed by the experience ° f ^ 1 ^ 

countries since the late eighteenth or early nineteenth ^ J 

the high rates of increase in per capita product accompan.ed by substantia a 
of population growth. The extremely high rates of increase are a' easfiv * ' ” 
as high for population and at least ten times as high for production 
able in the past. 

•» »>. «■. 

sustained increase in per capita or per worker pro . .. 

crease in population and usually by sweeping structural changes. 
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Professor Kuznets has shown that the rates of population growth of thirteen 
countries, excluding France, have been high in modern times than in pre-modem 
times. Leaving France with a population increase of 2.5 per cent per decade, the 
rates of population growth range from 6-7 per cent for UK, Sweden, Italy, and 
the USSR, to 8 per cent for Switzerland and Norway, to 10-14 per cent for 
Denmark, West Germany, Japan and the Netherlands, and to 19-24 for Canada, 
the United States and Australia. 

The decade rates of growth in per capita product of all these developed 
countries, except Australia with 8 per cent decade rate, are above 13 per cent.They 
range from 13.5-14.1 per cent for the Netherlands and the UK, to 16-19 per cent 
for Switzerland, the United States, France, West Germany, Canada, Italy, Norway 
and Denmark, and to above 26 per cent for Japan, 28.3 per cent for Sweden and 
43.9 per cent for the USSR.* 

“That modern economic growth meant a striking accelerated rise not only in 
product per capita but also in population does not imply that the latter was a 
necessary condition for the former ... In some countries high rates of growth in 
per capita product were accompanied by high rates of population increase, and in 
others by low rates.*’ 3 For instance, rate of growth of population per decade in the 
USSR was low (6.9 per cent) but the rate of increase in per capita product was the 
highest, 43.9 per cent. Similar was the case with the UK, Sweden and Italy with 
low per decade population growth rates of 6.1, 6.7 and 6.8 per cent while their 
per capita product growth rates per decade were 14.1, 28.3 and 18.7 per cent 
respectively. If we were to take France, its per capita growth rate was 14.1 per 
cent against the population increase rate of 2.5 per cent. On the other hand, high 
population growth rates of 21.6 per cent and 19.1 per cent for the United States 
and Canada were associated with high per capita product growth rates of 17.2 
percent and 18.1 per cent respectively. “Apparently, other factors-relative 
availability of natural resources, timing of the inception of the modern growth 
process, or institutional conditions—complicate the effects of population growth 
and prevent a simple association between it and growth in per capita product, 
and population growth itself may have both expansive and depression effects on 
the increase in per capita product that differ in their weight in conjunction with 
other factors.’* 4 

High rates of growth of per capita product and population imply high rates of 
increase in total product. During periods of modern economic growth, the rate of 
growth per decade in total product was the highest (53.8 per cent) for the USSR 
followed by the USA (42.5 per cent), Japan (42 per cent) and Canada (40.7 per 
cent). It was the lowest for France (20.8 per cent) and the UK (21.1 per cent). 
The growth rates of total product of other countries range between 21 and 40 
per cent. The divergences between these growth rates “result in enormous multi- 


•S. Kuzneis, Post-War Economic Growth. Four Lectures. 1964, Tabic 4. 

•S. Kuznets -Population and Economic Growth,’ Proceedings of the American Philosophi¬ 
cal Sociejy, Vol. Ill, No. 3. June 1967. 

•S. Kuznets. Modern Economic G,omh. 1966. Data in this Chapter arc mostly based on 
this study. 
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Canada (18 3%), Belgium and Germany ('5.84), ^* coc v /© 
OreaSriSn 03 1%). -This rise may have been due .o a shift in the age structure 
of the population in favour of wording ages, associated with ^hnes m b£h 
rates and in the proportions of population Mo. working ° 0 J'™"* 
participation of women in gainful occupations ... and of the owcr.ng ol he g 
of retirement. Whatever the reason, the proportions of gainfully occupied to 

^iTonomicgrotth of developed nations has been accompanied by the long¬ 
term decline in number of man-hours per capita. This ' Cn ^' n J y rL "^ . . man- 
in efficiency or productivity. Leaving the .exceptional case of Italy where m 
hours per capita declined by 7.5 per cent per decide, the overall decline in man 
hours per capita per decade for all other developed countries ranged n ^ een 
1.1 per cent for Great Britain. 2 .0 2.4 per cent for Belgium Germany Denmark 
Sweden, Norway and the United States. 2.8 to 3.5 per cent for Canada F ane 
and Australia, and 4.1 per cent for Switzerland and 4.5 per cen. for NsMherLind^ 
The contribution of capital input to rise in product per capita can■ «k as.e 
by the trends in the capital-product ratios. The ratio of reproducible capital 


•S 4 Kuznels. Economic Growth of Notion,: Total Output and Production Structure. 1971. 
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national product rose by 11 per cent in the United States (between 1850-1950). 
9 per cent in Great Britain (between 1865-1933) and by 7 per cent in Japan 
(between 1905-35). On the whole, the incremental capital-product ratio rose from 

1.6 per cent in the late Ivth century and early 20th century to 3.1 per cent in the 

20th century for all developed countries. 

Further, the net domestic incremental capital-output ratios rose from 2.6 to 

3.6 for Sweden, from 4 to 5.1 for Norway, from 2.4 to 2.8 for Denmark and 
from 2.9 to 5 for Australia between the second half of the 19th century and the 
first half of the-20th century. 

3. High Rate of Structural Transformation 

Structural transformations in modern economic growth include the shift away 
from agriculture to non-agricultural activities and from industry to services, a 
change in the scale of productive units, and a related shift from personal enterprise 
to impersonal organization of economic firms, with a corresponding change in 
the occupational status of labour. 

The share cf the agricultural sector in total product declined in all developed 
countries except Australia. In thfc case of Great Britain, it declined from 22 per 
cent in 1841 to 5 per cent in 1955; from 42 per cent between 1872-82 to 9 per cent 
in 1962 for France; from 49 per cent in 1879 to 9 per cent between 1939-48 for 
United States; and from 63 per cent between 1878-82 to 14 per cent in 1962 for 
Japan. Thus by the end of the long periods the share of this sector in total 
product was less than 10 per cent in the case of UK. France, Germany, Nether¬ 
lands and the USA, while it ranged between 10 to 26 per cent in Denmark, 
Norway. Sweden, Italy, Canada, Australia. Japan and the USSR. 

On the other hand, the share of the industrial sector rose to more than 50 per 
cent by the end of the long periods for Great Britain (56%), France (52%), 
Germany (52%). Netherlands (51%), Norway (53%), Sweden (55%), and the 
USSR (58%). while it ranged between 22 to 49 per cent for Italy (22%), Australia 
(30%), United States (42%). Italy (48%). Canada (48%). and Japan (49%). 

So far as the movements in the share of the services sector are concerned, they 
arc neither marked nor consistent among countries. The share of the services 
sector declined in Sweden and Australia while it rose in Canada and Japan. In 
other countries', the trend on balance was too small to be significant. 7 

The rapidity of structural transformations in modern economic growth can 
also be illustrated by the changes in the distribution of labour force among the 
three major sectors. By the end of the long periods of growth, the share of labour 
force attached to the agricultural sector was 5 per cent in Great Britain. 12 per 
cent in the USA. 17 per cent in Australia. 19 per cent in Denmark. Sweden and 
Canada, 20 per cent in Switzerland and France, and 25 per cent in Norway. But 
it was high in Japan (33 per cent), and the USSR 40 per cent. Consequently, the 
share of labour force attached to the industrial sector raneed between 40 to 58 
per cent for all countries, except Japan and the USSR, the latecomers in the field 
of industrialisation. But the share of the services sector in total labour force either 


•c 


Kuznets, Modern Economic Growth, 1966. 


MEANING and characteristics of modern economic growth 51 
remained constant or changed «***%£ 2T. marled » £ 

NO-V - Uni " d 8 “~ Canada ' 

JaP X"secS shifts were ^ 

and changes in the type of or f “ ,5 ? ‘° n J " large corporate uni. with the rapid 
trade, from small mcorporated firms to ^hncloBy. There were also rapid 

shifts in industrial structure and ra P ld cl “ g , s|zes of producing firms, and 
shifts in allocation Of product among VI* e was high interindustry, 

consequently in the allocation ° f ' a ^°" ^ la ^ our foI ce among employees 

;rr * 

small to large enterprises.' , ^ ^ HC X 

4. Urbanisation characterised by the movement of an 

Modern economic growth ha deV eloped countries from rural areas 

increasing proportion of the popu a 1 Urbanisatio ^t s largely a product of indus- 
,o urban areas. This is utba “ lsa ' ; from n0 n-agricultural pursuits as a 

trialisation. The economies of scale ar g movemen , of a large proportion of 
result of technological changesld arca s. As the technical means 

labour and population ' orgaoi sa.ion grew more effective there 

of iranfporlalion, communication processes affected the 

W as the spread of increasing ta.us and transformed the basic 

grouping of population by socialUrn economic grow* of deve- 
patle.n of life. The effect* of®“ rale and th e shift toward the small 
loped nations led to the decline rura j areas who initiated and 

family. It brought people living in towns. It facilitated the 

increase in knowledge.* structure of consumer expenditure 

Besides, urbanisation affec ed thejev l Professor Kuznets. Ftrs, 

in developed countries in three. way , gro wing specialisation, and 

urbanisation led to an increasing i oriented pursuit within the family 

lhe shift of many •<*"«** fr °” firms. ''Much food processing, 

or the village to specialised market o ^ . j(|g of hou ses. was one time 

tailoring, dress-making, and eve * cffor ^ within the village; and today 

done within the honsehold ^r by c^mra Iff urbao ised modern society. 

s-sr- rass --——-— 

more costly. f conges ,ion and overcrowding. This 

water, intraci.y and city transpo.talion 


Kuzoels. BcouoMc Growth arui Struct*'. 1965. 



52 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

and similar basic amenities in the cities. These are the extra costs of urban life 
which increased consumer expenditure on different types of consumer goods. 
Third , the demonstration effect of the city life led to imitation of consumption 
patterns by the large immigrants, which led to increased consumer expenditure. 10 

5. The Outward Expansion of Developed Countries 

The growth of developed countries has been most unequal. Modern economic 
growth occurred in some nations earlier than it did in others. This was due 
largely to differences in historical background and antecedents. Thus when 
modern science and knowledge developed. Industrial Revolution occurred first in 
England in the second half of the 18th century and later on spread to other 
countries of Europe. Modern economic growth was concentrated in European 
countries and their offshoots overseas until the entry of Japan, in the late 19th 
century and of the USSR in the 1930s. 

The outward expansion of developed countries with their European origin has 
been primarily due to the technological revolution in transportation and commu¬ 
nication. This led to more direct political dominance over the colonies, the 
opening up of previously closed areas like Japan and the partition of undivided 
areas like sub-Saharan Africa. It was the threat of force on the part of the 
developed countries that led to the spread of growth in Japan and the USSR. On 
the other hand, the partition of Africa and greater political dominance over the 
colonics was due to the revival of imperialism which was responsible for the 
outward expansion of developed countries like Germany and the United States 
in the last quarter of the 19th century. Thus political or power clement in inter¬ 
national relations is an important factor in the spread of modern economic 
growth. This “meant ever-increasing interdependence among nations because of 
the potential of closer contact and because of the sharing of an increasing number 
of nations of one and the same transnational stock of knowledge.** 

Such dependence led to the spread in developed nations of modern education 
that increased their capacity to exploit and contribute to the available stock of 
tested and useful knowledge. An important element in this was the use of a 
common language for increasingly large groups in the developed countries, which 
led to the sharing of a common body of knowledge and techniques. But the selec¬ 
tions of knowledge and techniques made by any one nation depended upon its 
time of entry into the process of modern economic growth and upon the 
characteristics specific to that nation with respect to size, natural resources and 
historical heritage. For instance, the development of shipping in the economic 
growth of Norway, of paper and iron in Sweden, and of agricultural products in 
New Zealand and Australia high light the importance of these factors in modern 
economic growth. 

But modern economic growth failed to spread to LDCs due to two factors 
First, such countries do not possess a stable and flexible political and social 
framework which may accommodate rapid structural changes and encourage 
growth-promoting groups in society. Second, the colonial policies followed by the 

,tt S. Kuznels, Modern Economic Growth, 1966. 
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thirds in 1880-89. The share of the same countries with Canada and Australia 
added was roughly two-thirds between 1881-83 and 1913 but their share declined 
significantly after First World War. 

Between the 1850s and First World War, the proportion of commodity foreign 
trade to total output rose significantly but by the low rates for the few larger 
couutries. They were Canada, Australia and the United States. But the volume 
of foreign commodity trade grew more rapidly than the volume of world output. 
The quantum of world commodity trade tripled between 1850 and 1880 and then 
tripled again between 1880 and 1913, thus rising to nine times its original level. 
According to Kuznets, on the assumption that world per capita income doubled 
over the period, the ratio of world^comraodity trade to total output would have 
almost tripled from 1850 to 1913, and the increase was probably greater than that. 

Professor Kuznets traces out four factors that led to the greater increase in 
growth of foreign trade than of domestic output over the decades before First 
World War in the old developed countries. The first was the revolution in 
transportation of commodities with the development of steam railroads and 
ocean transportation. The second was the decision by the United Kingdom to 
develop free trade and international division of labour. The third was the relaxa¬ 
tion of trade barriers by all the developed countries. The last was the opening of 
the West in the United States, in Canada, Australia and Argentina leading to 
European specialisation in industry. 

But beginning with First World War, the rate of growth in the absolute volume 
of foreign trade declined. In 1913, the index of foreign trade was about 300 and 
by 1947-51 it was about 400. Thus between 1913 to 1947-51 World trade increased 
about a third. On the other hand, in the three decades before First World War 
it tripled. Since First World War, world population grew by 40 per cent and 
world per capita income also grew somewhat, therefore the ratio of world trade 
to world population declined significantly since 1914. 

Flows of Capital. International flows of foreign capital investments grew rapidly 
from the second quarter of the 19th century to First World War. For the three 
major exporters of capital (Great Britain, France and Germany), capital outflows 
for the period 1874-1914 averaged between $0.5 and $ 1.1 billion per year at 1913 
prices. The increase in the cumulative total of foreign capital invested by these 
three countries rose from $4.9 to 35.3 billion over the period at 1913 prices which 
comes to a rate of growth per decade of 64 per cent. 


A substantial portion of these capital flows went to developed countries and 
was based on political rather than economic considerations. “Of the total foreign 
investments of Great Britain, almost half were within the empire; of French 
foreign investments close to half were in Russia, Turkey, the Balkan states 
Austria-Hungary, and her colonies; and of Germany's investments, about one-' 
third went to Austria-Hungary. Turkey. Russia and the Balkan states. Although 
m some cases economy and political considerations may have coincided in 
others the hue of d.st,neon cannot be drawn sharply, a sizable portion of foreign 
capital mvestments was probably motivated by political considerations » 

The flows of mternattonal capital during the inter-war period were of the 
order of $ 110-170 null,on per year at 1913 prices. While Germany became 
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a net debtor, the United States emerged as a major international lender. Foreign 
capital investments and flows from the United States increased from $ 43 million 
in 1921-29 to $ 78.1 million in 1930-38 at current prices. 

But the decade of the 1950s witnessed important changes in international 
capital flows. The average volume of capital flows was about $ 2 billion per 
year between 1951-55 and $ 3.3 billion between 1956-61 at 1913 prices. But 
private capital flows were only 45 per cent of the total during the 1950s, the 
major being in the form of official donations, loans by governments and inter¬ 
national agencies. Another important feature of this decade was the emergence 
of the United States as the principal lender of the world. Between 1951-55, and 
1956-61. the international flows of capital from the United States were $ 78.4 and 
f 67.4 million per year at current prices. 

But these figures do not present a real picture because these international 
capital flows constituted small proportions of GNP of the creditor countries 
especially after the First World War. For instance, capital exports a« a share 
of GNP of the United Kingdom were 5.3 per cent in 1900-14 which fell to 2.3 
per cent in 1921-29 and further to 0.7 per cent in 1950-58. Similarly for the 
United States, it fell from 2.0 per cent in 1909-28 to 0.4 per cent in 1929-38, 
rose to 0.9 per cent in 1946-50 and again fell to 0.5 per cent in 1950-59. Thus 
according to Kuznets, “thero was the marked retardation in the expansion of 
international capital flows in tho five-decade period after 1913 as compared with 
the century that preceded First World War.** 

CONCLUSION 

These six characteristics of modern economic growth are interrelated. They are 
interwoven in a cause and effect sequence. Given a stable ratio of labour force 
to total population, there is a high rate of increase in per capita product vshich 
implies higher labour productivity. This, in turn, leads to the great rise in per 
capita product and per capita consumption. The latter, in turn, is the result 
of advanced technology, and changes in the scale of production of plants, as 
a result the very character of enterprises changes. These, in turn, produce not 
only for the domestic market but also for the foreign markets. This is the 
sequence of modern economic growth that led to its outward spread and expan¬ 
sion in the developed countries before the First World War. between the two 
world wars and in the 1950s. 
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FACTORS OF ECONOMIC GROWTH: 
ECONOMIC AND NON-ECONOMIC 


T HE process of economic growth is influenced by two types of factors, econo- 
1 mic and non-economic. The economic growth of a country is dependent 
upon its natural resources, human resources, capital. entcrpn>e. technology, 
e c. These are economic factors in economic growth. But economic growth is 
not possible so long as the social institutions, political conditions and moral 
va ues in a nation do not encourage development. The social institutions, 
cultural attitudes, moral values, institutional and political conditions are non¬ 
economic factors in economic growth. In a recent study Professor Bauer points 

°y. l ,. ,hal lhe matn de,erm '" an,s of economic growth are "notably aptitudes, 
abilities, qualities, capacities and faculties, attitudes, mores, values, objectives 
and motivations, and institutions and political arrangements."' We study these 
economic and non-economic factors in economic growth separately. 

ECONOMIC FACTORS 


Economists regard factors of production as the main economic forces that 
influence growth. The growth rate of the economy rises or falls as a consequent 
of changes in them. Some of the economic factors are discussed below: 

Resourc “- The Principal factor affecting the development of an 
economy ,s the natural resources or land. "Land" as used in economics includes 

?ores7le r airr T ^ fer "'' i,y i« situation, and composition, 

r h T';r: a,s . cl,raa,e -, wa '' r resources - sea -comic 

whicl is drfiHin, T r ' S0UrCeS iD abuodan « is essential. A country 
As nniLd ! Da,u 'f'"sources will not be in a position to develop rapidly 

being i or 

Thi! U DC$ na, “ ra ‘ 1res °urces are either unutilised, underutilised or misutilised 

ra ss d JL r* hJ 

.o the products or services which such resource's 


;rT Bauer. Dissent on Development, Vikas. 1973. 
W.A. Lew,*, op. c//.. p. 52. 

*J.L. Fisher in Williamson and Buttrick. op. elt., p. 34 
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economic backwardness and lack of technological factors. Therefore, natural 
resources can be developed through improved technology and increase in 
knowledge. In reality, as pointed out by Professor Lewis, “the value of a resource 
depends upon its usefulness, and its usefulness is changing all the time through 
changes in tastes, changes in technique or new discovery." 4 When such 
changes are taking place any nation can develop itself economically through the 
fuller utilisation of its natural resources. For example, Britain underwent 
agricultural revolution by adopting the method of rotation of crops between 
1740-60. Similarly. France was able to revolutionise its agriculture on the British 
pattern despite shortage of land. On the other hand, the coOntrics of Asia and 
Africa have not been able to develop their agriculture because they have been 
using old methods of production. 

It is often said that economic growth is possible even when an economy is 
deficient in natural resources. As pointed out by Lewis, “A country which is 
considered to be poor in resources today may bo considered very rich in resour¬ 
ces at some later time, not merely because unknown resources are discovered, 
but equally because new uses are discovered for the known resources.” 5 Japan is 
one such country which is deficient in natural resources but it is one of the 
advanced countries of the world because it has been able to discover new uses 
for limited resources. Moreover, by importing certain raw materials and minerals 
from other countries, it has been successful in overcoming the deficiency of its 
natural resources through superior technology, new researches, and higher 
knowledge. Similarly, Britain has developed without petroleum and non-ferrous 
metals. 

The means of transport and communications have an important bearing on 
economic growth. Their development reduces the transport costs, and increases 
the external and internal trade of the country. As a result, the economy 
progresses. In countries where road, rail, canals or rivers are interconnected with 
each other, economic growth is encouraged, as has been the case in Britain, 
France, Germany and the Netherlands. 

Thus for economic growth the existence of abundant natural resources is not 
enough. What is essential is their proper exploitation through improved techni¬ 
ques so that there is little wastage and they could be utilised for a longer time. 

2. Capital Accumulation. The second important economic factor in growth is 
capital accumulation. Capital means the stock of physical reproducible factors of 
production. When the capital stock increases with the passage of time, this is 
called capital accumulation or capital formation. In the words of Professor 
Nurkse, “The meaning of capital formation is that society does not apply the 
whole of its current activity to the needs and desires of immediate consumption, 
but directs a part of it to the making of capital goods—tools and instruments, 
machines and transport facilities, plant and equipment." In this way capital 
formation is investment in capital goods that leads to increase in capital stock, 
national output and income. Thus, capital formation is the main key to economic 

4 W.A. Lewis, op. c/7., p. 52. 
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development. .... 

The process of capital formation is cumulative and self-feeding and includes 
three inter-related stages: (a) the existence of real savings and rise in them; ( b) 
the existence of credit and financial institutions to mobilise savings and to 
divert them in desired channels; and {c) to use these savings for investment in 

capital goods. . . 

Capital formation is the main key to economic growth. On the one hand, it 

reflects effective demand, and on the other hand, it creates productive efficiency 
for future production. Capital formation possesses special importance for LDCs. 
The process of capital formation leads to the increase in national output in a 
number of ways. Capital formation is essential to meet the requirements of an 
increasing population in such economics. Investment in capital goods not only 
raises production but also employment opportunities. It is capital formation 
that leads to technological progress. Technological progress in turn leads to 
specialisation and the economies of large scale production. Capital formation 
helps in providing machines, tools and equipment for the rising labour force. 
The provision for social and economic overheads like transport, power, education, 
etc., in the country is possible through capital formation. It is also capital 
formation that leads to the exploitation of natural resources, industrialization 
and expansion of markets which are essential for economic progress. According 
to Lewis, the rate of capital formation in LDCs is 5 per cent or less which should 
be raised to the level of 12 to 15 per cent. The estimates of Kuznets reveal that 
during modern economic growth gross capital formation in developed countries 
was from 11-13 per cent to 20 per cent and above while net capital formation 
was from 6 per cent to 12-14 per cent. 

Again, according to Kuznets, the incremental capital-output ratio (ICOR) has 
played an important role in modern economic growth. The (ICOR) reflects pro¬ 
ductivity of capital. Kuznets’ estimates reveal that before First World War and 
between 1890-1950, the ICOR increased in nine developed countries, except Italy. 
In Japau the gross ratio increased from 2.9 to 4.3, in Sweden from 4.1 to 5.5 and 
in USA from 5.1 to 6.5. 

But in LDCs the ICOR is low because of the deficiency of capital and low 
productive capacity. In such countries, capital-labour ratio should increase. But 
in an over-populated under-developed country, the rise in per capita output is 
related to the increase in capital-labour ratio. Countries which want to raise 
their capital-labour ratio have to face two problems. First , the capital-labour 
ratio falls with increase in population. Therefore, to overcome the fall in capital- 
labour ratio, a larger quantity of net investment is required which is not possible 
in an underdeveloped country. Second , when population is increasing at a rapid 
rate, adequate savings for the desired quantity of investment arc difficult to 
obtain because of low per capita income in such countries. Even then, the rate of 
capital formation can be augmented by encouraging savings. 

3. Organisation. Organisation is an important part of the growth process. It 
relates to the optimum use of factors of production in economic activities. 
Organisation is complement to capital and labour and helps in increasing their 
productivities. In modern economic growth, the entrepreneur has been perform- 
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mg ihe task of an orgeniser and undertaking risks and uncertainties. The 
entrepreneur is not a man of ordinary ability. He possesses special ability to 
get work from others. According to Schumpeter, it is not essential for the entre¬ 
preneur to be a capitalist. His main function is to innovate. The credit for the 
industrial revolution in England goes to the entrepreneurs, and of the economic 
growth of the United States in the 19th century and the mid 20th century to the 

improvement in the quality of management. 

But underdeveloped countries lack in entrepreneurial activity. Such factors 
the small size of the market, capital deficiency, absence of private property 
and contract, lack of skilled and trained labour, non-availability of adequate 
raw materials and infrastructural facilities like transport, power, etc increase 
risks and uncertainties. That is why such countries lack entrepreneurs. According 
to Myrdal, the Asian countries lack entrepreneurship not because they are 
deficient in capital or raw materials but because they are deficient in persons w.th 
right attitude for entrepreneurship. The Japanese possess such attitude in abun¬ 
dance. This is the reason for Japan's rapid economic growth and inclusion among 

the developed countries. _, rtp . hv 

In developed countries, the work of organisation has been performed by 
private enterprise which transformed itself into multinational corporations after 
the Second World War and helped in the economic progress of the developed 

and developing countries. • • ™ 

On the other hand, every State performed the role of an organiser m one form or 

the other after the Great Depression of 1928-29. Before the Sccond V/orld Wa i. 

was in the form of social overhead capital, and after the War it spread in the 

form of public enterprises. For instance, the governments in Europe England 
and the USA started public welfare programmes such as, public health, roads, 
bridges, parks, education, flood control, protection from fire, etc Some of the 
governments took over the operations of railways, posts and telegraphs, power 
and gas etc. Britain nationalised coal, iron and road transport while France 
nationalised its air services, coal and the manufacture of Renault motor cars and 

b “ln developing countries, economic and social overheads are mostly operated 
by the governments—central, state or local. And public enterprises are being 
expanded in all fields-mining. plantations, trade, distribution of essential com¬ 
modities and raw materials, production of consumer and “P"®' 80 °d • e c. 

Often the role of banks is excluded from organisation. In reality, they are 
very important institutions which have contributed much to the economic growt 
of developed countries. Banks helped in the industrialisation of Britain, 
and the USA by providing timely financial help to entrepreneurs. They y 

pJovidld fmance P to private enterprises but also rendered 

matters, helped in recruiting trained labour and managers f om 0 ’ h " C ° U “'"“ 
imported superior raw materials for them, and even 10 

manufactured products in the beginning. Banks have also helped inthe deveop- 
ment of the means of transport, of mining and of manufactures ,n America. 

Europe, and Great Britain and in its colonies. .... . .. indu5l[ jal 

In underdeveloped countries, commercial banks, nationalised banks, industrial 
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banks and investment trusts have been helping in various ways in the develop¬ 
ment of agriculture, industries and transport. Since 1950, the World Bank 'and 
its subsidiaries have been helping fn the development of the different sectors of 
such countries by providing trained personnel, advice and financial help. 

Thus besides private enterprise, organisation includes governments, banks and 
international institutions which have been instrumental in the economic progress 
of developed and developing countries. 

4. Technological Progress. Technological changes are regarded as the most 
important factor in the process of economic growth. They are related to changes 
in the methods of production which are the result of some new technique of 
research or innovation. Changes in technology lead to increase in the productivity 
of labour, capital and other factors of production. 

Kuznets traces five distinct patterns in the growth of technology in modern 
economic growth. They are: a scientific discovery or an addition to technical 
knowledge; an invention-, an innovation', an improvement ; and the spread of indention 
usually accompanied by improvements. Like Schumpeter, he regards innovation 
as the most important technological factor in economic growth. According to 
Kuznets, innovations are of two types: first, cost-rcducing which do not make any 
special changes in the quality of the product. Second, those which create new 
products and generate new demand for them. They are demand-increasing 
innovations. 

In modem economic growth, the five factors mentioned by Kuznets, have helped 
in the development of technology. The industrial revolution of England spread 
over Europe through craftsmen and workers who migrated to European countries. 
Some French businessmen visited British factories and smuggled out machines to 
France despite a prohibition against their export, which was repealed in 1&28. 
When the industrial revoluiion in France had been almost accomplished, French 
bankers and engineers collaborated and spread modern techniques to Germany, 
Italy, Switzerland, Austria, and Spain. On the other hand, the Japanese textile 
industry developed in its early phase on discarded British machines. Later on, 
the Japanese industrial growth took place through the imitation of foreign 
technology. But after the Second World War the Japanese nave been innovating 
independently and producing nigh-quality products in all fields and exporting 
them to the USA, Australia, Canada, and other developed countries. 

The developing countries are benefiting from the vast fund of knowledge in 
the field of technology of the advanced countries. Some countries like India, 
Argentina. Mexico, and Brazil have been modifying and adapting the techniques 
of developed countries in accordance with their social, economic and technical 
absorption capacities and requirements. 

5. Division of Labour and Scale of Production. Specialisation and division of 
labour lead to increase in productivity. They lead to economies of large scale 
production which further help in industrial development. This slows down the 
rate of economic development. Adam Smith gave much importance to the 
division of labour in economic development. Division of labour leads to improve¬ 
ment in the productive capacities of labour. Every labourer becomes more 
efficient than before. He saves time. He is capable of inventing new machines and 
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processes in production. Ultimately, production increases manifold. But d,vision 
of labour depends upon the size of the market. The size of the market in turn, 
depends upon economic progress, that is. the extent to whtch the stze of demand, 
the general level of production, the means of transport, etc. are developed, tthen 
the scale of production is large there is greater spec.altsatton and division of 
labour. As a result, production increases and the rate of economic progress " 
accelerated. Larger pecuniary external economics are available and benefits of 
indivisibilities accrue. These indivisibilities are power, transport, etc . and their 
uses lead to industrial progress. Production increases in this way and rapid 

economic growth takes place. ... w 

One of the intportant factors in modern economic growth has been the spe^ - 
cular development of the means of transport and communications through sue 
technological changes as railroad, ironclad vessel, automob.le and truck, and 
more recently the jet airplane and supertanker as well as cost-reducing investments. 

such as the Suez and Panama canals, and the development of specialised and 
general press, the radio, the telephone and telegraph communications. Some ol 
the developed countries having vast geographical areas such as the United 
Canada and Australia have been able to expand the size of their internal and 
external markets through the development of their means ol transport and 
communications. ^ f ^ f 

Underdeveloped countries are unable to take advantage ol the economies of 

division of labour and large scale production due to the presence of market 
imperfections, which in turn keep the size of the market small. 4 

NON-fcCONOMIC FACTORS 

Non-cconomic factors influence economic progress along with economic taaors. 
In reality, prevalent non-economic factors such as social, cultural and political 
organisations influence the economic factors discussed above. Therefore, non-cco¬ 
nomic factors have great importance in economic growth. According to Nurk'c. 
“Economic development has much to do with human endowments, social attitudes, 
political conditions and historical accidents." Social, cultural, political and psycho¬ 
logical factors arc as much important as economic factors in economic growth. 
As pointed out by Professor Kaldor. "A study of the dynamics of economic 
growth leads, beyond the analysis of economic factors, to a study of psychological 
and sociological determinants of these factors." Thus, changes occur in the follow¬ 
ing essential non-economic factors of economic grow th. 

1. Social Factors. Social and cultural factors have also influenced modern 
economic growth. Western culture and education led to reasoning and scepticism. 
It inculcated the spirit of adventure which led to new discoveries and inventions 
and consequently the rise of the new mercantile classes. These forces brought 
about changes in social attitudes, expectations, structure and values. I copie 
cultivated the habits of saving and investment, and to undertake risks in order 
to earn profits. They developed what Lewis calls. "The will to economies." to 

•For the role of international factors in economic growth refer to section 6 of the 
chapter. 
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maximise output for a given input. As a result, the European countries expe¬ 
rienced the industrial revolution in the 18th and 19th centuries. People migrated 
to urban areas. New wants cropped up. Consequently, the industrial sector ex¬ 
panded further. Economic and religious freedom brought about further changes 
in social values and attitudes. Single family unit took the place of joint family 
system which further helped in modern economic growth. 

In underdeveloped countries there are such social and cultural traditions which 
are not conducive to economic development. Religion gives less inducements to the 
virtues of thrift and hard work. People are fatalists and therefore do not like to 
work hard. They are influenced more by traditional customs and place high 
values on leisure, contentment and participation in festivals and ceremonies. Thus 
money is wasted in non-economic ventures. Cultural attitudes stand in the way 
of progress and they keep social, economic and political institutions in a state of 
backwardness. Thus they are inimical to economic development. 

In such countries, the family is the primary economic and social unit. It pre¬ 
vents people from taking independent economic decisions, breeds lethargy and 
encourages growth in numbers. In such a society relations arc personal or 
patriarchal. People are influenced by caste, clan or creed at the social level. 

If economic development is to take place, social attitudes, values and institu¬ 
tions will have to be changed. This is only possible through spread of education 
and knowledge. People should be aware of the objectives before them and have 
the capacity to attain them. But where the social set up is influenced by rigid caste 
and joint family systems there is little individual freedom and professional mobi¬ 
lity. As a result, people have no incentive to work more, earn more and save 
more. For development, therefore, there should be free society with a powerful 
middle class capable of increasing its income through trade and commerce. These 
two factors led to modern economic growth in developed countries. 

Certain races have higher tendencies to develop than others, such as Punjabis 
in India, and negroes in America and Brazil. For development, it is essential that 
races should not be kept aloof from each other. Rather they should be intermixed 
so that there couid be a union of cultural values and racial qualities. But such 
measures require lot of patience. The society’s structure is transformed by such 
racial changes and people help in capital formation by adopting new techniques 
of production. The UN Report laying emphasis on changes in social values, atti¬ 
tudes and institutions observes that without painful adjustments rapid economic 
progress is impossible. Old ideas will have to be dispensed with; old social institu¬ 


tions will have to be dispersed with; the bonds of caste, religion and race will have 
to be broken But the process of change should be evolutionary rather than revo¬ 
lutionary. Otherwise, radical changes in social attitudes will bring about dissatis¬ 
faction, discontentment and violence in their wake and retard the path to econo¬ 
mic development. 

It is essential for economic progress that there should be such institutional 
changes whereby sav.ng could be mobilised for conversion into productive capital 
For this public and private financial institutions like saving banks, bond and 

?rl\T^ D8 defic'i n e V ncv of Z ' COame ™' ^ should be established. 
To meet the defacency of admmtstrators. engineer,, managers, scientists and other 
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technical experts, such institutions should be set up which may help in educating 
and training them. But the most important problem is of increasing the supply 
of entrepreneurs which, however, does not depend upon any particular institution 
but on the entire environment of the country. 

2. Human Factor. Human resources have been an important factor in modern 
economic growth. Economic growth does not depend on the mere size of human 
resources but on their efficiency. According to Kuznets, the population of Europe 
increased by 433 per cent between 1750-1950 while the population of the remain¬ 
ing world increased by 200 per cent over the period. Whereas population increased 
five-fold in European and new developed countries there was ten-fold increase in 
their GNP per capita. 

Such a phenomenal increase in their GNP per capita is attributed to the deve¬ 
lopment of the human factor which is reflected in the increased efficiency or 
productivity of their labour force. This is called human capital formation by 
modern economists. This “is the process of increasing knowledge, the skills, and 
the capacities of all people of the country.” It includes expenditure on health, edu¬ 
cation and generally on social services. Denison's estimates reveal that the expen¬ 
diture incurred on education in the Uoited States between 1929-57 contributed 23 
per cent to its gross national output. According to Solomon Fabricant, the 
increase in the total national product of the Uoited States through increase in 

physical capital between 1889-1957 equalled the increase through higher labour 

productivity. . . 

But rapidly increasing population is a great hindrance to the economic develop¬ 
ment of LDCs. With their low per capita incomes and low rates of capital forma¬ 
tion, it becomes difficult for underdeveloped countries to support the increase in 
population. And when output increases due to improved technology and capital 
formation, it is swallowed up by the increase in numbers. As a result, there is 
no improvement in the real growth rate of the economy. 

A proper use of human resources can be made for fconomic development in 
the following ways. First , there should be control over population. Human re¬ 
sources can be utilized best if the size of population is controlled and reduced. 

This requires family planning and research on population control so as to bring 
down the birth-rate. Second, there should be change in the outlook of the labour 
force. The social behaviour of the labour force is important in the process of 
economic development. To increase labour productivity and the mobility of labour 
there should be change in the outlook of the people so that they should imbibe 
the importance of dignity of labour. This requires changes in institutional and 
social factors. Such changes depend upon the spread of education. It is educated 
and trained labour force with high productive efficiency that leads to rapid eco¬ 
nomic development. Thus “the most important requirement of rapid industrial 
growth is people. People ready to welcome the challenge of economic change and 
the opportunities in it. People, above all. who are dedicated to the economic 
development of their country, and to high standards of honesty, competency, 
knowledge and performance.” 

3. Political and Administrative Factors. Political and administrative factor* also 
helped in modern economic growth. The economic growth of Britain, Germany, 
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the United States, Japan and France has been due to their political stability and 
strong administration since the 19th century. With the exception of the United 
States, they were directly involved in the two World Wars and were devastated. 
Still they have continued to progress on the strength of their political and 
administrative traditions. On the other hand, Italy has not been able to grow up 
to their level due to big political instability and corrupt and weak administration. 
Peace, protection and stability have encouraged the development of entrepreneur- 
ship in developed countries, besides the adoption of appropriate fiscal and 
monetary policies by the governments from time to time. 

The weak administrative and political structure is a big hindrance in the 
economic development of underdeveloped countries. A strong, efficient and 
incorrupt administration is, therefore, essential for economic development. Pro¬ 
fessor Lewis rightly observes, ‘The behaviour of government plays an important 
role in stimulating or discouraging economic activity.” Peace, stability and legal 
protection encourages entrepreneurship. The greater the freedom, the more the 
entrepreneurship will prosper. Technical progress, factor mobility and large size 
of market help stimulate enterprise and initiative. But the former can only take 
place under clean administration and stable political conditions. Similarly, a 
good government can help in capital formation by adopting the right monetary 
and fiscal policies, and by providing timely overhead capital facilities. Thus “a 
government must offer society the services if it desires to stimulate economic deve¬ 
lopment: order, justice, police and defence; rewards commensurate with ability 
and application in production; security in the enjoyment of property which may 
be of extremely varied character; testamentars rights; the assurance that business 
covenants and contracts will be kept; the provision of standards of weights, 
measures and currency and the stability of governmental system itself, to maintain 
the sense of order and future calculability of expectations and duties.” In this 
way, clean and strong administration full of justice stimulates economic develop¬ 
ment. As rightly pointed out by Lewis, **No country has made progress without 
positive stimulus from intelligent governments.” 


PART TWO 

SOME THEORIES OF ECONOMIC DEVELOPMENT 




Chapter 7 

ADAM SMITH’S THEORY OF DEVELOPMENT 


THE THEORY 

A DAM Smith is regarded as the foremost classical economist. His monumental 
work, An Enquiry into the Nature and Causes of the Wealth of Nations 
published in 1776, was primarily concerned with the problem of economic deve¬ 
lopment. Though he did not expound any systematic growth theory, yet a coherent 
theory has been constructed by later day economists which is explained below. 

Natural Law. Adam Smith believed io the doctrine of'natural law' in economic 
afTairs. He regarded every person as the best judge of h.s own interest who 
should be left to pursue it to his own advantage. In furthering his own self- 
interest he would also further the common good. In pursuance of this, each 
individual was led by an "invisible hand." "It is not to the benevolence of the 
baker but to his self-interest that we owe our bread,** said Smith. Since every 
individual if left free, will seek to maxim.se his own wealth, therefore all indivi¬ 
duals, if left free, will maximise aggregate wealth. Smith was naturally opposed 
to any government intervention in industry and commerce. He was a staunch 
free trader and advocated the policy of laissei-faire in economic affairs. The 
"invisible hand"—the automatic equilibrating mechanism of the prcfectly compe¬ 
titive market tended to maximize national wealth. 

Division of Labour is the starting point of Smith's theory of economic growth. 
It is division of labour that results in the greatest improvement in the productive 
powers of labour. He attributed This increase in productivity: (1) to the increase 
in the dexterity of every worker; (2) to the saviog in time to produce goods; and 
(3) to the invention of large number of labour-saving machines. 1 The last cause 
of increase in productivity stfcms not from labour but from capital. It is improved 
technology that leads to division of labour and the expansion of the market. But 
what leads to division of labour is a certain propensity in human nature—the 
propensity to truck, barter and exchange one thing for another. Division of 
labour, however, depends on the size of the market. One pf his famous sayings 
that ‘the division of labour is limited by the extent of the market' implies that 
the division of labour increases with the extension of the market. For this 
purpose, expansion of commerce and international trade is especially beneficial. 
With the increase in population and transport facilities, there is bound to be 
greater division of labour and increase in capital. 

Process of Capital Accumulation. Smith, however, emphasized that capital 
accumulation must precede the introduction of division of labour. He wrote: 

‘Adam Smith. An Inquiry Into the Nature and Causes of the Wealth of Nations. 
(ed.) E. Cancan, p. 7. 
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“As the accumulation of stock must, in the nature of things, be previous to the 
division of labour, so labour can be more and more subdivided in proportion 
only as stock is previously more and more accumulated.*’ 2 Like the modern 
economists, Smith regarded capital accumulation as a necessary condition fj>r 
economic development. So the problem of economic development was largely the 
ability of the people to save more and invest more in a country. “The capital of 
all individuals of a nation is increased in the same manner as that of a single 
individual, by their continually accumulating and adding whatever they save out 
of their income. It is likely to increase the fastest therefore, when it is employed 
in the way that affords the greatest revenue to all the inhabitants of the country, 
as they will thus be enabled to make the greatest savings.’’ 3 Thus the rate of 
investment was determined by the rate of saving and savings were invested in ftllli 
As Smith said, “That portion which a person annually saves is immediately 
employed as a capital.” 4 But almost all saving resulted from capital investments 
or the renting of land. So only capitalists and landlords were held to be capable 
of saving. The labouring classes were considered to be incapable of saving. This 
belief was based on the ‘Iron Law of Wages.* The classical economists also 
believed in the existence of a wages fund. The idea is that wages tend to equal the 
amount necessary for the subsistence of the labourers. If the total wages fund AX 
any time becomes higher than the subsistence level, the labour force will increase', 
competition for employment will become keener and wages will come down tb 
the subsistence level. In such a situation, some of the workers will find it difficult 
to pull on below an accustomed normal living standard. They will, therefore, be 
unable to marry or bring up children. The working force will be reduced and 
competition among the capitalists for employing workers would tend to raise 
wages. Thus, Smith believed that ‘under stationary conditions, wage rates fall to 
the subsistence level, whereas in periods of rapid capital accumulation, they rise 
above this level The extent to which they rise depends both upon the rate of 
accumulation and upon the rate of population growth.” 6 The wages fund was, 
however, built up of savings and was utilized for hiring labour through invest¬ 
ments. He believed that savings found their way into investment more or less 
automatically. Thus the wages fund could be increased by increasing the rtt# Of 
net investmejt. • •$ . 

Why Do Capitalists Make Investments?* According to Smith, investments Wit $ 
made because the capitalists expected to earn profits on them; and the fUtuft* 
expectations with regard to profits depended on the present climate for invsH- 
ment as well as actual profit. But what is the behaviour of profits during tft 
development process? Smith believed that profits tended to fall with economic 
progress. When the rate of capital accumulation increases, increasing competition 
among capitalists raises wages and tends to lower profits. He argued, “When 
the stock of many rich merchants are turned into the same trade, their mutual 
competition naturally tends to lower its profit; and when there is a like increase 

'Ibid., p 260. •£' 

'Ibid., p. 347. e * 

'Ibid., p. 321, Italics mine. , ‘ 

»Mcicr aod Baldwin, op. eit.. p. 23. 
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of stock in all the different trades carried on in the same society, the same 
competition must produce the same effect on them all.” 6 Thus with the growth 
of the economy’s capital stock, competition among Entrepreneurs for scarce 
labour tends to bid up wages and thereby lowers profits. 

Regarding the role of interest rate in economic development, Smith wrote that 
with the increase in prosperity, progress, and population,the rate of interest falls, 
and as a result the supply of capital is augmented. The reason being that with the 
fall in interest rate the mor jylenders will lend more to earn more interest for the 
purpose of maintaining their standard of living at the previous level. Thus, the 
quantity of capital for lending will increase with the fall in the rate of interest. 
But when the rate of interest falls considerably the moneylenders are unable to 
lend more in order to earn more to maintain their standard of living. Under the 
circumstances they will themselves start investing and become entrepreneurs. Thus, 
even with the fall in the rate of interest there is increase in crpital accumula¬ 
tion and economic progress. 

Agents of Growth. According to Smith, farmers, producers and businessmen 
arc the agents of progress and economic growth. It was free trade, enterprise and 
competition that led farmers, producers and businessmen to expand the market 
which in turn made economic development'possible. The functions of these three 
are interrelated. To Smith, development of agriculture leads to increase in cons¬ 
truction works, and commerce. When agriculture surplus arises as a result of 
economic development, the demand for commercial services and manufactured 
articles rises. This leads to commercial progress and the establishment of manu¬ 
factured industries. On the other hand, their development leads to increase in 
agricultural production when farmers use advanced production techniques. Thus 
capital accumulation and economic development take place due to the emergence 
of the farmer, the producer and the businessman. 

Process of Growth. Schumpeter explained Adam Smith’s approach to eco¬ 
nomic growth in these words, “Taking institutional, political and natural factors 
for granted, Smith starts from the assumption that a social group—wc may call 
it g “nation’’—will experience a certain rate of economic growth that is accounted 
foe by increase in numbers and by saving. This induces a “widening of market 

which in turn increases division of labour and thus increases productivity....In 

thi6 theory the economy grows like a tree. This process is no doubt exposed to 
disturbances by external factors, that are not economic,...but in itself it proceeds 
steadily, continuously. Each situation grows out of the preceding one in a 
uniquely determined way, and the individuals whose acts combine to produce 
eaeh situation count individually for no more than the individual cells of a tree. 

' According to Smith, this process of growth is cumulative. When there is 
prosperity as a result of progress in agriculture, manufacturing industries and 
commerce, it leads to capital accumulation, technical progress, increase in popu¬ 
lation, expansion of markets, division of labour and rise in profits continuously. 
All this happens in Smith’s progressive state which “is in reality the cheerful and 


•A. Smith, op. clt.. p. 37. 

’Richard V. Ciemence. (cd.) Essays of J.A. Schumpeter, pp. 23.-33. Italics mine 
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the hearty state to all the different orders of the society.*’ In this progressive state 
“while the society is advancing to the further acquisition, the conditions of the 
labouring poor, of the great body of the people, seems to be the happiest and 
the most comfortable.” But this process is not endless. It is the scarcity of natural 
resources that finally stops growth. Smith wrote, in a country “which had acquired 
that full competent of riches which the nature of its soil and climate, and its 
situation with respect to other countries, allowed it to acquire; which could, 
therefore, advance no further, and which was not going backwards, both the 
wages of labour and the profits of stock would probably be very low.” In such 
an opulent state, the competition for employment would reduce wages to the 
subsistence level and competition among businessmen would bring profits as low 
as possible. Once profits fall, they continue to fall. Investment also starts 
declining and in this way the end result of capitalism is the stationary state. 
When this happens, capital accumulation stops; population becomes stationary; 
profits arc the minimum; wages are at the subsistence level; there is no change 
in per capita income and production, and the economy reaches the state of 
stagnation. According to Smith, the stationary state is dull, the declining 
melancholy. Life is hard in the stationary state for the different sections of the 
society and miserable in the declining state. All this happens in a free market 
economy. 8 


A Critical Appraisal 

Smith’s Theory has the great merit of pointing out ‘how economic growth 
came about and what factors and policies impede it.* In particular, he pointed 
out the importance of parsimony in saving and capital accumulation; of 
improved technology, division of labour and expansion of market in production; 
and of the process of balanced growth in the interdependence of farmers, traders 
and producers. Despite these merits, it has certain weaknesses. 

1. Rigid Division of Society. Smith’s theory is based on the socio-economic 
environment prcva.ling in Great Britain and certain parts of Europe. It assumes 
the existence of a rigid division of society between capitalists (including landlords) 
and labourers. But the middle class occupies an important place in modern 
society. Thus, this theory neglects the role of the middle class which provides the 
necessary impetus to economic development. 

2. One-sided Saving Base. According to Smith, capitalists, landlords and 
moneylenders save. This is. however, a one-sided base of savings because it did 
not occur to him that the major source of savings in an advanced society was 
the income-receivers and not the capitalists and landlords. 


3 Unreal,six Assumption of Perfect Competition. Smith's whole theory is 
based upon the unreal,Stic assumption of perfect competition. This laissez-faire 
pol,cy of perfect compel,tion is not to be found in any economy. Rather, a number 

of restrictions are imposed on the private sector, and on internal and iuternational 
trade in every country of the world. 


develrmm'enf tI Eo ' repreneur - S f mi,h **■«* «he role of the entrepreneur in 
development. Th,s ,s a ser.ous dc.ect ,n his theory. The entrepreneur is the focal 


•Figure 9.1 may be explained here in terms of Smith's theory. 
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point of development, as pointed out by Schumpeter. It is the entrepreneur who 
organises and brings about innovations thereby leading to capital formation. 

5. Unrealistic Assumption of Stationary State. Smith is of the view that the 
end result of a capitalist economy is the stationary state. It implies that there 
is change in such an economy but around a point of equilibrium. There is 
progress but it is steady, uniform and regular like a tree. But this explanation of 
the process of development is not satisfactory because development takes place 
by ‘fits and starts’ and is not uniform and steady. Thus the assumption of the 
stationary state is unrealistic. 

Its Applicability to Underdeveloped Countries 

• The Smith theory of economic development has limited validity for under¬ 
developed countries. In such economies the size of the market is small. As a 
result, the capacity to save and inducement to invest are low. The size of the 
market is determined by the volume of production. This in turn depends on the 
level of income. ‘Capacity to buy means capacity to produce’ here. And pro¬ 
ductivity, to a certain extent, depends on the degree to which capital is employed 
in production. Since the size of the market is small, productivity is low, and low 
productivity implies low level of income. The low level of income results in small 
capacity to save and inducement to iovest and they keep the size of the market 
small. To use the Keynesian terminology, the level of real income is low in 
underdeveloped countries but the propensity to consume is very high and every 
increase in income is spent on food products. Little is saved and invested. The 
volume of production remains at a low level. Consequently, the size of the 
market remains small. 

Moreover, the political, social and institutional assumptions underlying Smith's 
theory are not applicable to the conditions prevailing in underdeveloped countries. 
Laissez-faire has lost its significance in such economies. Competition has been 
gradually replaced by monopoly which has tended to perpetuate and strengthen 
the vicious circles of poverty. Therefore, development is possible through 
government intervention rather than through a policy of laissez-faire. 

Despite this, Smith’s theory of economic development points toward certain 
factors that are helpful in the process of developing underdeveloped countries. 
Farmers, traders and producers, the three agents of growth mentioned by Smith, 
can help in developing the economy by raising productivity in their respective 
spheres. In the absence of a free market economy in underdeveloped countries, the 
state can induce them to produce more, as is being done in India. Their interdepen¬ 
dence also points toward the importance of balanced growth for such economies. 

In particular, Smith extolled the virtues of saving which is regarded as a crucial 
factor for capital formation in underdeveloped countries. He wrote, "Every pro¬ 
digal appears to be a public enemy, and every frugal man a public benefactor." 

Further, his emphasis on improved technology, division of labour and ex¬ 
pansion of market in the process of development has become the corner stone of 
policy in such countries. As aptly remarked by Rostow, indeed looked at from 
the present day, the Wealth of Nations is a dynamic analysis and programme of 
policy for an underdeveloped country. 
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THE RICARDIAN THEORY 


RICARDO’S THEORY 


L IKE Smith, David Ricardo also presented his views on economic development 
in an unsystematic manner in his book The Principles of Political Economy 
and Taxation. This book was published in 1917 and it was its third edition of 
1921 and Ricardo’s correspondence with a number of economists that contain 
his ideas on which his model of development has been built. In fact, Ricardo 
never propounded any theory of development; he simply discussed the theory of 
distribution, according to Schumpeter. Therefore, Ricardo’s analysis is a detour. 

Assumptions of the Theory. The Ricardian theory is based on the following 
assumptions: 

(0 that all land is used for the production of corn and the working forces in 
agriculture help in determining distribution in industry; 

(iV) that the law of diminishing returns operates on land; 

(III) that the supply of land is fixed; 

( iv ) that the demand for corn is perfectly inelastic; 

(v) that labour and capital are variable inputs; 

(vi) that the state of technical knowledge is given; 

(vi7) that all workers are paid a subsistence wage; 

(vlii) that the supply price of labour is given and constant; 

(Jx) that the demand for labour depends upon the accumulation of capital; 
and that both demand-and supply-price are independent of the marginal 
productivity of labour; 

(x) that there is perfect competition; 


(*0 that capital accumulation results from profit. 

Given these assumptions, the Ricardian theory is based on the interrelations 
of three groups in the economy. They are landlords, capitalists and labourers, 
among whom the entire produce of land is distributed. As Ricardo himself 
wrote in the Preface of his book, “The produce of the earth-all that is derived 

from its surface by the united application of labour, machinery and capital is 

divided among three classes of the community, namely, the proprietor of’the 
and, the owner of the stock of capital necessary'for its cultivation, and the 
labourers by whose industry it is cultivated." The total national output is distri¬ 
buted among the three groups as rent, profit, and wage respectively 
Division of Rent, Profit and Wages. Given the total output of corn, the share 
of each group can be determined. Rent per unit of labour is the difference between 
he average and marginal product. Or, total rent equals the difference between 
the average product and the marginal product of labour vf m ..t, f b ' , " e “ 
quantity of labour and capital applied on land. The wage rare is de'Sned *£ 
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wage fund -r (divided by) the number of workers employed at the subsistence level 
Thus, out of total corn produced and sold, rent has the 6'*'"Sht and the residu 
(produce minus rent) is distributed between wage and profit, while .merest 

iD Process" o P f'Capital Accumulation. According to Ricardo, capital accumulation 
isfhe outcome of profit because profit leads to sav.ng of wealth which ts used for 
canital formation. Capital accumulation depends on two factors. Fust, the 
£y to save; J second. the will to save. The capacity to save ts mo 
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in the Pnce of ■ iu| accumula tion. This will increase the demand 
wage rate wil, rise. This, in turn. 
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‘ n rm idu s AS the demand for papulation and food increases, less fertile 
cultural product • As h Fo[ lto purp0 se. to produce a unit of the 
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of profit earned on capital must be equal in equilibrium both in agriculture and 
industry. In manufacturing industry,corn is used as an input and equality in the 
rate of profit comes through a definite relationship between the prices of industrial 
goods and the price of corn. Thus, when the profit rate declines in the agri¬ 
cultural sector, it also declines in the manufacturing industry. For with the rise 
in the price of corn, the industry will have to raise the wages of labourers, thereby 
reducing profits. Thus the price of corn determines the rate of profit in industry. 
When profits decline in the agricultural sector, profits of all trades also decline. 

Other Sources of Capital Accumulation. According to Ricardo, economic 
development depends on the difference between production and consumption. 
He therefore lays emphasis on increasing production and reducing consumption. 
In Ricardo's words. “Capital . . . may be increased by an increased production, 
or by a diminished unproductive consumption." However, the productivity of 
labour may be increased through technological changes and better organisation. 
It is in this way that capital accumulation can also be increased. Ricardo wrote, 
“By the invention of machinery, by improvements in skill, by a better division 
of labour, or by the discovery of new markets, where more advantageous 
exchanges may be made, a million of men may produce double or triple amount 
of riches of ‘necessaries, conveniences and amusements' in one state of society 
that they could produce in another." But the use of more machines will employ 
less workers. This will lead to unemployment and reduced wages. Since the 
economic condition of the workers worsens with the employment of more 
machines, Ricardo regards technological conditions as given and constant. 

(/) Taxes. Taxes are a source of capital accumulation in the hands of the 
government. According to Ricardo, taxes are to be levied only to reduce 
conspicuous consumption. Otherwise, the imposition of taxes on capitalists, land¬ 
lords, and labourers will transfer resources from these groups to the government. 
But taxes adversely affect investment. Therefore, Ricardo does not favour the 
imposition of taxes because taxes reduce income, profits and capital accumulation. 
In the words of Ricardo, “There are no taxes which have not a tendency to 
lessen the power to accumulate." 


(//) Savings. Therefore. Ricardo lays emphasis on capital accumulation through 
savings. Savings can bo formed through less expenditure and more production 
and by increasing the rates of profits and reduciog the prices of commodities. 
The larger the savings, the more the capital accumulation. 

(///) Free Trade. Ricardo is in favour of free trade. Free trade is an important 
factor for the economic development of the country. The profit rate can be 
saved from declining by importing corn. The capital accumulation will, therefore 
continue to be htgh. In this way, the resources of the world can be used more 
efficiently through foreign trade. But the import of corn leads to fall in the 
demand for labour which deteriorates the economic com* <ion of labourers On 
the other hand, landlords and capitalists do no, think i, 6, to imp!>« cheap co^n 
from foreign countries, as a result their profits decline. This is but natural 
because with the application of the law of diminishing returns on land and 
increase ,n population, the price of corn and wages rise, the profit rate declines 
more so when they do not want to import corn from abroad declines, 


THE RICARDIAN THEORY 75 



FIC. 8 1 


, *« Fio 8 1 where OY measures quantities 
Ricardo's theory has been d “ ,ra ^ * labour employed in agriculture The 

of corn and 0* measures ,he “T*" f , abour ,„d ,M/> ,h. marginal product 
curve AP represents the average p com is produced Rent is 

of labour. With OM amount of Ubour. oyft 

shown by the rectangle PQRT. as t 

difference between APwiMP. At t e su - 

sistence wage-rate OW. the "g* 
of labour WL is infinitely elastic and the 

total wage bill is OWLM. Total profits. 

WPTL. are the residue after deducting 
rent and wages from the total output. 

WPTL=OQRM-(PQ rt -0 hlm). 

Total output increases with economic 

development and with it the w »8 

also rises. This leads to s P' ^ on « 
increase in the amount of labour, 
population increases, .he demand to 
corn rises which also raises the price o 

'population and rents eliminate profit^ whe „ , he amoun , of labour increases 

This situation is explained “ Jf J* RN _ 0u , of this. Olf'SA is the total 
from OM to ON and tow!I ° P profits at all. 

wage bill and WABS is the rent.- # na(ura , K . ndenC y for the 
Stationary State. According lhal ' lhc country ultimately reaches the 

profit rate to fall to tbe econ ° y , alion rises with increase in profits, total 
• stationary stale. When cap. fund . wuh , he increase in the wages 

production increases which raises * d em a nd for corn and its price. As 

fund, population increases which raises mec , thc increasing 

population increases, ' nfenor « . des of | an d rise and absorb a greater 
demand for corn. Rents on , 8 ndj This reducts ,he share of capitalists 

, hare of the output produced on.h w fall t0 lhe subsistence level. 

a „d labourers. Profits decline and wag fil , continues till the output from 

This process of rising ten «wage of the labour employed. Then 
the marginal land jus. , his s( ate. capital accumulation 

profits are zero. The !stationary stat* W. ^ ^ js „ the subsistence level and 

Stops, population docs causal force in this scheme is the fact o 

technical progress ceases. The tendency Which can only be postponed 

diminishing returns in agricuUur.^ 8^ p[0gress can „ot prevent the 

temporarily by technical p g ^ set of thc stationary state, 

ultimate disappearance of P^ 1 s|a|e jn the Ricardian model is explained 

The movement towards the s d atong the horizontal axis and the 

in terms of Fig. 8.2. ^^^“^ The curve OP is the production 
total product minus rent on the vertical 



76 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

function which shows total production minus rent as the function of population. 
As population increases, the OP curve flattens out due to the operation 
of the law of diminishing returns. The ray through the origin OH'measures the 

constant real wage. The vertical 
distance between the horizontal 
line OX and the wage rate line 
OW measures the total wage 
bill at different levels of popu¬ 
lation. Thus W\Nu and 

WzNz are the total wage bills 
at ONu ONz, and ON* levels 
of population. When the wage 
bill is W\N\ t the profits are 
PxWi. (Total product minus 
rent-rthe total wage bill I.e. 
P\Ni-r- W\N\~P\W\.) When 
profits are P\W\ investment 
is encouraged. The demand for 
labour increases to ON t which 
pushes up the wage rate to 
W'zN 2 but profits decline to P 2 \V 2 . This will encourage further investment and 
technical progress and raise the demand for labour to ONz and the wage rate 
will also increase to WzNz. But the profits will decline to PzWz. This process of 
capital accumulation, technical progress, increase in population and the wage 
rate will continue till profits disappear altogether at point 5 when the stationary 
state sets in. 

A Critical Appraisal 

Ricardo was the forerunner of modern economists and his ideas on economic 
growth have been adopted by them. They are as follows: 

1. Agricultural Development. Ricardo emphasised the importance of agri¬ 
cultural development in economic growth because industrial development depends 
on it. This sequence of development had been in vogue in Great Britain and other 
European countries, and this is also to be found in underdeveloped countries 
like India. 

2. Profit Rate. Ricardo advocated the increase in the profit-rate in economic 
development, for capital accumulation depends on it. Modern economist like 
W.A. Lewis also emphasise the importance of increasing the profit-rate for capital 
accumulation. 

3. Importance of Saving. Like modern economists, Ricardo's theory underlines 
the importance of saving for higher capital accumulation. Thus Ricardo was the 
forerunner of modern economists. 

4. Foreign Trade. Ricardo gave much importance to foreign trade in improving 
the economic condition of the economy because it leads to the maximum 
utilisation of resources and increase in income. He was also against the colonial 
trade because it is "mean and malignant and depresses the industry of all other 
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countries.” In this, he was the forerunner of Marx. 

5. Dynamic Theory. Ricardo presented a dynamic theory which analyses the 
effects of changes in different variables on economic development, such as, popu¬ 
lation, wages, rent, profit, etc. 

Weaknesses of the Theory 

Despite these merits of his theory, it has certain weaknesses which are discussed 
bvlow: 

1. Neglects the Impact of Technology. Ricardo pointed out that improved 
technology in the industrial field leads to the displacement of labour and other 
adverse consequences. In the beginning, technological progress might counteract 
the action of diminishing returns. But ultimately when the impact of technological 
progress is exhausted, diuinishing returns set in and the economy moves towards 
the stationary state. Thus, the Ricardian theory is primarily based on the law of 
diminishing returns. Rapid increase of farm produce in the advanced nations has 
proved that Ricardo under-estimated the potentialities of technological progress 
in counteracting diminishing returns to land. Ricardo gave unnecessary importance 
to the law of diminishing returns and failed to visualize the important impact that 
science and technology had on the rapid economic development of the now 
developed nations. 

2. Wrong Notion of the Stationary State. The Ricardian view that the state 
reaches the stationary state automatically is baseless, because no economy attains 
the stationary state in which profits are increasing, production is rising and capital 
accumulation is taking place. 

3. Baseless Notion Regarding Population. The Ricardian view that the wage 
rate does not increase with the rise in population has been disproved. First, the 
Malthusian theory of population has been proved wrong by population trends 
prevailing in the Western World. Second, wages have not tended to be at the 
subsistence level. Rather, there has been a continuous increase in money wages, 
and population has tended to decline. 

4. Impracticable Laissez-Faire Policy. The Ricardian theory is based on the 
impracticable notion of laissez-faire. According to this policy there is no govern¬ 
ment interference and the economy operates automatically through perfect 
competition. In reality, there is no economy which is free from government 
interference and in which perfect competition prevails. 

5. Neglects Institutional Factors. One of the principal defects of the Ricardian 
theory is that it neglects the role of institutional factors. They have been 
assumed as given. But they are crucial in economic development and cannot be 
overlooked. 

6 . Distribution Ratber (ban Growth Theory. According to Schumpeter, the 
Ricardian theory is not a growth theory but is the theory of distribution which 
determines the shares of workers, landlords and capitalists. Even in this, he 
regards the share of land as primary, and the residual as the share of labour and 
capital. Ricardo failed to present a functional theory of distribution because he 
did not determine the share of each factor separately. 

7. Land also Produces Goods other than Corn. Ricardo believed that only one 
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product corn is produced on land. But this is an old notion because land produces 
a variety of products other than com. This view appears to be still obsolete when 
Ricardo opined that the other factors of production are supported only by the 
produce of land. 

8. Capital and Labour not Fixed Coefficients. The Ricardian assumption .at 
capital and labour are fixed coefficients of production, is not correct. This 
assumption is invalid because labour and capital are independent variables. 

9. Neglects the Interest Rate. The most serious defect of the Ricardian theory 
is the neglect of the rate of interest in economic growth. He does not regard the 
interest rate as an independent reward of capital but includes it in profits. This 
wrong notion stems from his inability to distinguish between the capitalist and 
the entrepreneur. 

Underdeveloped Countries and Ricardo's Theory 

Despite these weaknesses, the Ricardian theory points toward the importance 
of capital accumulation through agricultural development, and increase in the 
various sources of savings and the profit rate. The Ricardian theory may not be 
fully applicable to underdeveloped countries but it does point out the factors 
that retard their rate of economic growth. The two basic assumptions of the 
Ricardian theory, diminishing returns to land and the Malthusian principle of 
population, are of particular significance for understanding the problems of over- 
populated underdeveloped economies. 

In an underdeveloped country population increases faster than the increase in - 
food supply. There is land hunger but there is the absence of technical improve¬ 
ments on land. As a result, the law of diminishing returns works with full force 
and productivity falls. The supply of cultivable land being scarce in relation to its 
demand, rents are high. But wages are low. because labour supply is in excess of 
us demand and there is little tendency to substitute capital for labour. Under 
such circumstances, the level of income is low and there is little capacity to save 
and inducement to invest. 
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But if they are taken separately or combined in undue proportions, they may 
take maDy thousand years to increase wealth. So Malthus emphasises maxi¬ 
mum production and optimum allocation of resources for increasing the wealth 
of a country during the short run. 

Factors in Economic Development. Malthus defined the problem of 
economic development one of explaining the difference between potential gross 
national product (“power of producing riches”) and actual gross national pro¬ 
duct (“actual riches"). But the principal problem is one of achieving a high 
level of potential gross national product. 

According to Malthus, the size of potential gross national product depends 
upon land, labour, capital and organisation. When these four factors are emp¬ 
loyed in right proportions, they maximise production in the two major sectors of 
the economy viz., the agricultural and the industrial sector. It is the accumula¬ 
tion of capital, the fertility of the soil, and technological progress that lead to 
increase in both agricultural and industrial production. Besides these, Malthus 
also emphasized the importance of non economic factors in economic develop¬ 
ment “which come under the head of politics and morals.” They arc the 
security of property; good constitution and excellent laws properly adminis¬ 
tered; and hard working and regular habits and general rectitude of character. 4 

Process of Capital Accumulation. Of all the factors, it is the accumula¬ 
tion of capital which is the most important determinant of economic develop¬ 
ment. In the words of Malthus: “It is certainly true that no permanent and 
continued increase of wealth can take place without a continued increase 
of capital." The source of capital accumulation is higher profits. Profits 
come from the savings of capitalists because workers are too poor to save. 
If capitalists save more and spend less on consumer goods in order to have 
larger profits, economic growth will be retarded .As Malthus wrote: “The 
fortune of a country .. . arc generally made by savings which are furnished by 
increased gains, and by no means involve a diminished expenditure on objects 
of luxury and enjoyment." 5 

In fact, Malthus suggested a concept of the “optimum propensity to save.” 
To Malthus this means “saving from the stock which might have been destined 


for immediate consumption, and adding to that which is to yield a profit; or in 
other words,. . . the conversion of revenue into capital." Thus his conclu¬ 
sion is that “saving, pushed to exess. would destory the motive to production." 

Deficiency of Effective Demand. This view of Malthus is based on his 
denial of Say’s Law of Markets and deficiency of effective demand. Malthus 
docs not agree with Say that there cannot be a general overproduction or glut 
in the market. According to him. it is not at all true that commodities are 
always exchanged for commodities. In fact, the great mass of commodities is 
exchanged directly for labour rather than for commodities. Since workers who 
are consumers, receive less than the value of the product they produce, they 
cannot buy all commodmcs. Thus there is an excess supply of commodities in 
‘he market in relation to the demand. This gap between supplv and demand 
cannot be filled even by the demand of capitalists. Capitalist believe in pars f- 
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mony and “deprive themselves of their usual conveniences and luxuries to save 
from their revenue and add to their capital”. By being parsimonious, they 
employ more productive workers who arc consumers, and. in turn, are not able 
to buy all commodities they produce. Thus there is general over-production and 
glut of commodities in the market due to the deficiency of effective demand or 
underconsumption. This leads to fall in prices, profits, saving, investment and 
capital accumulation. 

Economic Stagnation. Malthus believed that the supply of labour is inelas¬ 
tic in the short run. He wrote: “From the nature of population, an increase of 
labourers cannot be brought into the market, in consequence of a particular 
demand, till after the lapes of sixteen or eighteen years." 6 But the supply of 
capital can be increased faster than the increase of population. As capitalists 
invest on productive labour to increase the supply of capital, wages rise due to 
competition. Rise in wages do not increase effective demand because workers 
prefer leisure to increased consumption. So there is a general glut of com¬ 
modities. As a result, prices fall, profits decline, investment falls, and both the 
power of accumulation and the motive to accumulation are strongly checked. 
Thus gluts and underconsumption would lead to economic stagnation. 

Measures to Promote Economic Development. However Malthus made 
several policy recommendations to promote economic development. 

(1) Balanced Growth. In the Malthusian system, the economy is divided into 
the agricultural and the industrial sectors. It is technological progress in these 
two sectors that can lead to economic development. Capital is invested in 
agriculture until all the arable land is brought under cultivation, stocked and 
improved. After that there arc no more opportunities for profitable investment 
in that sector due to diminishing returns. Therefore, investment opportunities 
exist only in the industrial sector. Diminishing returns to increased employment 
in the land can be avoided only if technical progress in the industrial sector is 
rapid enough, and if investment takes place to absorb most of the population 
growth in the industrial sector and to reduce the cost of living of workers on the 
land, permitting reduction in their wage rates. 7 Thus Malthus favoured balanced 
growth of both the agricultural and industrial sectors for the economic develop¬ 
ment of the country. 

(2) Raising Effective Demand. But technical progress alone cannot lead to 
economic development unless effective demand increases. Malthus suggests a 
number of measures to increase effective demand. First, by more equitable distri¬ 
bution of wealth and landed property. “Thirty or forty proprietors with incomes 
averaging between one thousand and five thousand a year, would create a 
much more effective demand for wheat, bread, good meat, and manufactured 
product, than a single proprietor possessing a hundred thousand a year." 8 Thus 
Malthus believed that a few moderately rich people can raise effective demand 
more than one millionaire among the poor masses. Further, he favoured a more 
equitable distribution of landed property for that would increase effective 
demand as well as production. According to Malthus, if the division of land into 


•Ibid., p. 319. 

' B. Higgins, op. eit., p. 103. 
®T.R. Malthus, op. cit., p. 374. 



jV the economics of development and planning 

small proprietors is carried to an extreme, it would adversely affect production. 

Second , effective demand can be increased by the expansion of the internal and 
external trade. It is internal as well as external trade that increases wants and 
tastes and the desire to consume “which are absolutely necessary to keep up the 
market prices ol commodities and prevent the fall of profits.” Internal and 
external trade also increase the value of products by exchanging “what is wanted 
less for what is wanted more." 

Third, Malthus suggested the maintenance of “unproductive consumers” to 
increase effective demand. He defined unproductive consumers as those persons 
who did not produce material objects. It is underconsumption which leads to 
gluts and stagnation in the country. Therefore, production can be raised by 
increasing consumption. Since capitalists are parsimonious and productive 
workers live upon subsistence wages, “unproductive consumption” upon the 
part of unproductive labourers and landlords will increase effective demand. 
Last but not the least, Malthus suggested public work schemes to remove un¬ 
employment and increase effective demand. Malthus pointed out that “the 
employment of the poor in roads and public works and a tendency among land¬ 
lords and persons of property to build, to improve and beautify their grounds, 
and to employ workmen and menial servants, are the means ... to remedy the 
evils arising from that disturbance in the balance of produce and consumption.”'•» 
Bu> he himself noted two weaknesses of this measure. First, it might prevent 
labour from “gradually accommodating itself to a reduced demand.” He 
thought that it could be remedied by giving low wages to workers. Second, it 
would necessitate increase in taxes to finance public works which would reduce 
private investment. But this weakness was in fact the advantage of public works 
for Malthus because it would not have the tendency to diminish the capital 
employed by productive labour. 

Conclusion. The sum up, in the Malthusian theory it is underconsumption 
or deficiency in effective demand leading to gluts which is the main cause of 
underdevelopment. For development, the country should maximise production 
in the agricultural and industrial sectors of the economy. This requires technical 
progress, equitable distribution of wealth and land, expansion of internal and 
external trade, increase in unproductive consumption, and increase in employ¬ 
ment opportunities through public work schemes. Besides, there are non¬ 
economic factors like education, moral standards, hard working habits, good 
administration and efficient laws which help ih increasing production in the two 
sectors of economy. Thus these economic and non economic factors lead to 
economic development. 


A Critical Appraisal 

Keynes "claimed Robert Malthus as the first of the Cambridge Economists." 
Righdy so. For he was Keynes's precursor. He also anticipated Kalecki. It was 
Malthus who dented Say s Law of Markets and laid emphasis upon the impor¬ 
tance of effective demand. He pomted out the factors which hmder and promote 
economtc development. In particular, he pointed out the importance of techno¬ 
logy! progress, equ.table dtstribution of wealth, internal and external trade, 
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public works programme, good administration, hard work, t and balanced 
growth. These measures have come to be recognised as the main pla.iks of 
modern economic growth. 

Despite all these virtues, Malthus’s theory has certain weaknesses. 

1. Secular Stagnation not Inherent in Capital Accumulation. Malthus 
argues that the process of capital accumulation leads inherently to secular 
stagnation. This is a wrong notion which arises from his intemretation of Sa/‘ 
law. For Malthus there is the possibility of permanent underconsumption of all 
commodities. But the fact is that underconsumption is not a permanent pheno¬ 
menon but a temporary one. So secular stagnation is not inherent in the 
process of capital accumulation. 

2. Negative View of Capital Accumulation. Malthus’s view that capital 
accumulation leads inherently to secular stagnation, is not correct from another 
angle. In actuality capital accumulation does not lead to a reduction in the 
demand for consumer goods and fall in profits. As capital accumulation in¬ 
creases, the shares of wages and profits in aggregate income increase, and so 
does the demand for consumer goods. Thus Malthus had a negative view of the 
process of capital accumulation. 

3. Commodities not Exchanged for Commodities Directly. Again, 
Malthus, in denying Say’s law, argues that commodities are not exchanged for 
commodities, but they are exchanged for labour. Infact, labour is not a correct 
measure of commodities. In the real world, commodities arc measured by real 
tangible prices and not by labour. 

4. Unproductive Consumers Retard Progress. Another serious weak¬ 
ness of Malthus's theory of economic development is that lie suggests spending 
by "unproductive consumers” to overcome underconsumption and increase 
effective demand. This remedy tantamounts to giving doles to workers and 
deliberately supporting idle persons. Such a measure slows down the rate of 
capital accumulation and retards progress. 

5. One-Sided Saving Base. Like Smith, Malthus had a one-sided base of 
savings. He believed that it is only landlords who save. But this an erroneous 
view because the major source of saving in a society is the income-earners and 
not profit-earners. 

Its Applicability to Underdeveloped Countries 

Malthus was one of the pioneers in the field of economic development w ho 
wrote about the poverty and underdevelopment of underdeveloped countries of 
his times in his Principles of Political Economy. He wrote about the economic 
backwardness of such countries as Spain, Portugal, Hungary, Turkey. Ireland, 
together with nearly the whole of Asia and Africa, and ot Latin American 
countries. Hence his theory of economic development has more relevance to 
underdeveloped countries of today than the theories of other classical writers. 

Malthus's division and analysis of an economy into the agricultural sector and 
the industrial sector is highly realistic in the context of underdeveloped countries. 
Underdeveloped countries arc dualistic economics where the agricultural sector 
lags behind the industrial sector. Despite technological progress the former 
sector is subject to the law of diminishing returns. The latter sector operates 
under the law of increasing returns. Consequently, the agricultural sector retards 
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the progress of the industrial sector. 

His analysis of the causes of poverty in underdeveloped countries are highly 
realistic in the context of the present day underdeveloped countries. For him, 
poverty of the peasantry is not due to the scarcity of fertile land. It is found 
because peasants do not have capital to make improvements on land. On the 
other hand, large landowners do not practise intensive cultivation due to the 
small size of the market. Since the bulk of the population subsists on labour- 
intensive agriculture, it is poor. Therefore, its demand for industrial output is 
low. The industrial sector remains limited in size and it fails to provide sufficient 
employment. Thus each sector acts as a drag on the growth of the other. Conse¬ 
quently, peasants, landlords, workers and industrialists have a backward sloping 
supply curve of effort. The above analysis of Maltbus appears like the condi¬ 
tions prevailing in any backward country of Asia, Africa or Latin America. 

The relation which Malthus established between population growth and 
economic development is fully applicable to underdeveloped countries. Accord¬ 
ing to him, in countries where population alone increases, the increase in wealth 
is the slowest. This has been amply proved true in Asian and the African 
countries. 

The views of Malthus relating to factors which promote development are fully 
applicable to underdeveloped countries. None can deny the role of production, 
optimum distribution, capital accumulation, the fertility of soil, and techno¬ 
logical progress, and of such non-economic factors and good administration, 
excellent laws, hard work, honesty of character, etc. in promoting the develop¬ 
ment of such countries. 

Besides, some of the policy measures suggested by Malthus are also applicable 
to underdeveloped countries. He stressed the importance of structural changes 
to diminish the relative importance of agriculture; of land reforms; of balanced 
growth of agriculture and industry; of expanding internal and external trade to 
widen the market; of equitable distribution of wealth and land; and of public 
works programme. These measures are found in the development plans of all 
underdeveloped countries. 

But there are certain portions in the Malthusian theory which are not appli¬ 
cable tr. underdeveloped countries. First , the Malthusian theory of under¬ 
consumption does not have any relevance to such countries. In the Malthusian 
analysis underconsumption implies an abundance of non-marketable goods due 
to deficiency of effective demand. In the case of underdeveloped countries, it 
refers to the low level of consumption due to low level of production. 

Second, Malthus maintained that the lack of effective demand was due to 
parsimony of capitalists. The remedy, he suggested, was “unproductive con¬ 
sumption" on the part of capitalists and unproductive workers. All these are not 
applicable to conditions prevailing in underdeveloped countries. In an under¬ 
developed country, income levels are extremely low, propensity to consume is 
very high and savings arc negligible. Here the problem is not of raising effective 
demand through increased consumption, for it will lead to inflation. Rather, the 
problem is to raise the levels of employment, income, and saving for develop- 
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INTRODUCTION 

TOHN Stuart Mill, the eldest sou of James Mill was known to bis eontempo- 
J raries as an infant prodigy. He learnt Greek at the age of three, arithmetic 
and history at the age of six; Latin at the age of eight; logic at ,he a 8 e ° f 
economics at the age of thlrteen;and Benthamite political 

fifteen. He read and learn, all this a. home under h,s father James Mill and 
acquired the habit of going for walks with him and narrating to - wha ' h 
had read the previous day. Ricardo was a close friend of James Mill . u whose 
instigation he had written his Principles of Political Economy and raxat.on^So 
John Mill knew Ricardo personally, visited him and as a child had been taken 
ot| h walks by the latter. Na.uTa.ly, he became the defender of Ric.rd,an. doc.rmes 
against critics. In 1848. Mill published his Principles of Political Economy •with 
Ze of ,Heir applications to Social PHilosopHy • This book saw seven edition 
during Mill's life time, and was the accepted textbook both in British 
American universities for about 50 years when Marshall's Principles of Econo¬ 
mics (1890) replaced it by 1900. 

THE THEORY 

Mill regarded economic development as a function of land, labour and capitaL 
While land and labour are the two ongmal factors of P^“ c, ‘°'!: cap ! 

stock, previously accumulated of the products of former labour Increase: in 

wealthT possible only if land and capital help to increase production faster than 
the labour force. Wealth consists of tools, machines, and skills of the abour 

force. It is productive labour that is productive or wealth and of capital accu¬ 
mulation. “The rate of capital accumulation is a function of the proportion of 
the labour force employed "productively'’. Profits earned by employing unpro¬ 
ductive labour are merely transfers of income; unproductive labour does not 
generate wealth or income". It is the productive labourers who do productive 
consumption. Productive consumption is that "which goes to maintain and 
increase** the productive powers of the community." It implies that productive 
consumption is an input necessary to maintain productive lab ° urers - 

Control of Population Growth. Mill believed in the Malthusian theory of 
population. By population he mean, the number only of the working class. He 
was, therefore, worried about the growth in numbers of pro uc iv 
who worked for hire. Hebelieved that population control was essen«,. fo 
improving the conditions of the working class so that they m.ghtemjoy the Iru. 
of technological progress and capital accumulation. He propaga 
as against moral restraint. 

■It. 7th edition, 1871, cd., by W.J. Ashley was firs. *" aVailab " 

in Collected Works of John Stuort Mill. Vols. II and III, ed..J.M. Robson. 
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Wages Fund. According to Mill, the elasticity of supply of labour is very 
high in response to a rise in wages. Wages generally exceed the minimum subsis¬ 
tence level. Wages are paid out of capital. Hence they are limited by the existing 
fund of capital meant for paying wages. Thus wage per head can be arrived at 
by dividing the total circulating capital by the working population. Wages can 
increase by an increase in the aggregate fund of capital employed in hiring 
labour or by a decrease in the number of workers. If wages rise, supply of 
labour will be high. Competition among workers will not only bring down wages 
but also keep some labourers out of employment. This “vulgar form of the 
Wage-Fund theory ,”as Marshall called it,“is based on Mill’s notion that demand 
for commodities is not demand for labour”. It means that income invested as 
advances of wages to labour creates employment and not income spent on 
consumer goods. An increase in consumption will mean a decline in investment. 
So increase in investment leads to increase in the wage fund and to economic 
progress. * 

Rate of Capital Accumulation. According to Mill, the rate of capital 

accumulation depends upon: (1) “the amount of the fund from which saving 
can be made” or "the size of the net produce of industry”; and (2) “the strength 
of the disposition to save.” 


Capital is the result of saying, and savings come from the “abstinence from 
present consumption for the sake of future goods.” Although capital is the 
result of saving, it is nevertheless consumed. This means that saving is spending. 
Tins shows Mill’s belief in Say’s Law of Markets. 

Since savings depend upon the size of the net produce of industry, they 
increase with the increase in profits and rent which go to make the net produce. 
On the other hand, the strength of the disposition to save depends upon (1) the 
rate of profit, and (2) the desire to save or what Mill called “the effective desire 
of accumulation. ’ For Mill, profits depend on the cost of labour. So the rate of 
profit is the ratio of profits to wages. When profits rise or wages fall, the rate of 

ft u Z'lTr?, ' '" T' raiS “ the ra,e of ca P i,al accumulation. Similarly, 
ht Of P fi/T „ tend “° increase the . fate of capita! accumulation. 

. I- '' \“° * ? M '"’ ,he ul,ima *' 'Cheney in an economy is 

• or the ratc of profit to declme due to diminishing returns in agriculture and 
increase in population at a Malthusian rate. In the absence of technical improve¬ 
ments in agriculture and the growth rate of population being higher than the 

minimum^'a H C .h UmU ' al ' 0n ' ° f profil is “ wi,hin a hand's breadth of the 

minimum, and the country ,s "on the verge of the stationary state " 

Of£r r o£rr °H Pr0filS ,0 * “ Um Ca ° bech c ck 'd bya number 

expansion o^foreign S w'go^n'mem'b ,echni “' in,pr ° Vemen * (3) the 
diturt; and lastly, by capital exnnru t .^ Wmg *>r unpr ° du ctive expen¬ 
se home country" C ~ r ^ods for 

ultimately profits would have the tendency to ^atTm $ ° 

the rate of accumulation to decline * 1 thc ra ' n| nnim level and 

above factors. He welcomed its arrival because ,, P ° SIponed b V «he 

ln • ** b',° 
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this could only be possible by control on the increase in numbers among the 
working classes through “provident habits" and education. Thus in Mill s 
stationary state, there could be no increase in either population or stock ol 
capital, profit having reached the minimum necessary to prevent net dissaving by 
the economy as a whole. However, there might still be a rising standard of 
living due to improvements in the art of living and increased leisure through 
technical progress.” 

Role of the State. Mill was in favour of the policy of laissez-lairc wn.wn 
should be the general rule : “every departure from it. unless required by some 
great good, is a certain evil.” He. therefore, assigned the minimum role to the 

state in economic affairs. For instance, he thought it a •'necessary intcrNention 
by the state to reform the redistribution of the ownership of the means of pro¬ 
duction with such schemes as a ceiling on inheritance, peasant proprietorship, 
profit sharing, and cooperation. Even as the believer of laissez-faire. . i 
favoured reforms in the institutional framework of the market. He wanted the 
state to pass “laws against commercial frauds" and cnlorce them strictly. He 

also recommended compulsory education and a system of examinations by the 
state because the uneducated cannot be a “competent judge of the commodity. 
And, “successful production ... depends more on the qualities ol the human 
agents, than on the circumstances in which they work.'' 

Similarly, Mill declared himself in favour of the regulation of working hours 
on the ground that “public action is sometimes necessary to give clTect to sell- 

interests of individuals." Further, Mill was in favour of free trade and against 
protection but defended the imposition of protective duties temporarily in the 
case of infant industries. 


Of all the classical economists. Mill stands unique >n that he bu.lt a Uttoryin 
which he discussed almost all the factors which are essential for economic 
development in the present times. He stressed the importance of such flor as 
the rate of saving, the profit rate, the rate of capital accumulat.on technica 
improvements, equitable distribution, expansion of foreign trade, institutional 


But Mill "was not original as an economist." according to Prof. E. Roll 
Prof. Stigler is more forthright when he says. "Mill was not l.y.ng: to. build a 
new system but only to add improvements here and there to the Ricardian 
system." He tried to improve upon Ricardo fundamentally in two respects viz 
the stationary state and the wages-fund doctrine. But these have also been 
subjected to criticisms along with his other notions. M c# .,_ 

1. Stationary State not a Reality. Ricardo believed that the stationary state 
would come about in the future when capital accumulation would be * opped. 
For Mill, the stationary state was very near. He welcomed its arrival for it would 
lead to improvement in the distribution of income. But Mill turned out lo be a 
false prophet because the stationary state that he foresaw has not arrived, and 

nor does it show any signs of arrival. . ... 

2. Wrong Notion of Wages Fund. Unlike Ricardo. Mill believed that the 

wages fund depended upon the aggregate fund of capital and that wages were 

paid out of capital as advances. He.therefore, argued that tradc f u ?' on ‘ 
raise wages. Economists have vehemently criticised Mill s wages-fund th \- 
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Cannon called it “the biggest blunder made .0 economic theory ;n modern 
times”. Marshall called it the “vulgar form of the wages-fund theory on which 
Mill “expresses his meaning badly". The reason being that he related the wages 

fund to capital rather than to the national dividend. 

3. Malthusian Theory U Wrong. Mill was unduly pessimistic about the 

growth of population in terms of the Malthusian theory. The Malthusian theory 
has been proved wrong in the capitalist countries of the world. ' 

4. Law of Diminishing Returns not Operative. Similarly, Mills belief 
in the operation of the law of diminishing returns on land has also been prove 
wrong by the technological progress that has taken place in the advanced 

countries. , . .. r 

5. Laissez-faire not a Practical Policy. Mill favoured the policy ot 
laissez faire in economic affairs. But such a policy is impractical, lnfact.no 
economy can function in which there is perfect competition, and no economy 
can grow without state help in one form or the other. 

Applicability of Mill's Theory to Underdeveloped Countries 

Mill’s views about capital accumulation, diminishing returns, population 
growth and the limited role of the state are applicable to underdeveloped 


countries. 

The rate of capital accumulation can be increased by increasing the net produce 
of industry and by strengthening the disposition to save. The latter, in turn, 
depends upon the rate of pro6t and the desire to save. These are highly practi¬ 
cable solutions for increasing the rate of capital accumulation in underdeveloped 


countries. 

Land is limited in underdeveloped countries and there is the absence of techni¬ 
cal improvements on land. Consequently, the law of diminishing returns operates 
with full force and the productivity of land is low. Mill not only pointed 
towards the operation of the law of diminishing returns but also advocated 
technological improvements on land for increasing its productivity which have 
been accepted as cardinal principles for economic development in such countries. 

Mill believed in the Malthusian theory of population but with the difference 
that he favoured population control through birth control and not by moral 
restraint alone. The experience of underdeveloped countries proves that the 
Malthusian theory is applicable and that population can be controlled only by 
adopting birth control, as recommended by Mill. 

Mill was a staunch free trader and believed in the policy of laissez-faire. 
Naturally, he assigned minimum role to the state. But whatever state interven¬ 
tion Mill waoted that is applicable in full to underdeveloped countries. He re¬ 
commended reforms in the redistribution of the ownership of the means of pro* 
duction through such measures as ceiling on inheritance, peasant proprietorship, 
profit sharing and cooperation. These are very relevant in the context of under¬ 
developed countries because there are inequalities of income and wealth. 
Similarly, Mill suggested reforms in the institutional framework of the market. 


Since underdeveloped countries are characterised by market imperfections.reforms 


in the institutional set up are essential. Last but not the least, his emphasis on 
compulsory education and reduction of working hours of labourers is as true as 
it was when he wrote his Principles in 1848. As a matter of fact, no development 
is possible in underdeveloped countries without assigning some role to the state. 
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THE CfaftSSICAL THEORY 


INTRODUCTION 


E CONOMIC development is not a new concept. Over the years m the past 
social scientists have been concerned with economic development but they 
did not evolve a systematic theory of economic growth. The Meieuilihtu did 
much to augment the material growth of a nation by various economic and 
political measures. The Physiocrats attacked them for the narrowness of their 
definition of wealth and for assigning a pivotal r o| e to governmenh The Physm 
crats themselves lacked the idea of social progress and formulated general laws_ 
It was however, Adam Smith who "addressed himself to the general problem of 
how to create a social and political framework that would encourage sustained 
economic growth." For this he advocated removal of .11 governmental 
lions so as to permit greater specialization and expansion of markets. Smiths 
successors Ricardo, Malthus and Mill continued to concern themselves with the 
problems posed by the former though they narrowed the scope"5rTSir enquir.es. 

THE CLASSICAL THEORY 

The classical theory 1 can be briefly explained as follows: 

Laissez-Faire Policy. The classical economists believe in l he ^'Stence of an 
automatic free market perfectly competitive economy which is free from any 
government interference. It is the "invisible hand" which maximises the national 

in C. m pl,.I Accumulation, the Key to Progress. All classicists regard capita I 
accumulation as the key to economic progress. They, therefore, lay emphasis^ on 
larger savings. Only capitalists and landlords are capable of saving, according 
to them. The working class is incapable of saving because ,t gets wages equal to 

the subsistence level. , . . 

Profit, the Incentive to Investment. According to the class,cists, profitinduces 
investment. The larger the profit, the greater the cap.tal accumulation and 

'"iTenTen'cy of Profits to Decline. Profits do not increase continuously. They tend 
to decline when competition increases for larger capital accumulation among 
capitalists. The reason, according to Smith, is increase in wages due to com¬ 
petition among capitalists. Whereas, according to Ricardo, when wages and 
rent rise with the increase in the price of corn, profits decline. 


*For a detailed analysis study the Stritbian and Ricardian Theories. 
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Stationary State. All classical economists visualize the stationary state at the 
end of the process of capital accumulation. When once profits start declining, 
this process continues till profits become zero, population and capital accu¬ 
mulation stop increasing and the wage rate reaches the subsistence level. 

Malthus establishes a unique co-relation between population growth and 
food supply. According to him, if the growth of population were left uncontrol¬ 
led, it would outrun the growth of capital and hence the means of subsistence. 
Both Ricardo and Malthus see a growing population and a declining growth of 
capital through the operation of the law of diminishing returns, as ultimate 
checks to economic development. 

In broad outline, the classical theory of economic development may be stated 
thus: Suppose an expected increase in profits brings about an increase in invest¬ 
ment which adds to the existing stock of capital and to the steady flow of im¬ 
proved techniques. This increase in capital accumulation raises the wages fund. 
As a result wages rise. Higher wages induce an accelerated population growth 
which causes the demand for food to rise. Food production is raised by employ¬ 
ing additional labour and capital. But diminishing returns to land bring about a 
rise in labour cost. Consequently, the price of corn goes up and in turn rents in¬ 


crease, wages rise, thereby reducing profits. Reduction in profits implies reduction 
in investment, retarded technological progress, diminution of wages fund and 
slowing down of population growth and capital accumulation. “In the classical 
model, the end result of capitalist development is stagration .... This stagnation 
rc'ulted from the natural tendency of profits to fall and the consequent choking 
off of capital accumulation.’’- When this happens, capital accumulation ceases, 


population becomes constant and 
the stationary state sets in. 

The classical theory is explained in 
terms of the adjoining Fig. 9.1 where 
time is taken on the horizontal axis 
and rate of capital accumulation, 
dk 

-jp on the vertical axis. The eco¬ 
nomy grows from K to S during the 
time path T. Alter T, the economy 
reaches the stationary state linked 
to S where further growth docs not 
take place because wages rise so 
high th at profits become zero and 
capital accumulation stops. 


r 



A Critical Appraisal 

criticisms"”'* aBd Cla “ iCal ,hCOr * of *velopmcn. is no. free from 

' 7„”: ddlC ClaSS - ThC Who,e Clas4ical was based on the socio- 

economic em.ronmem preva.ling in Great Britain and certain parts of Europe. 

*H. Higgins, op. cil., pp. 87-98. 
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It assumed the existence of a rigid division of society between capitalist 
(including landlords) and labourers. It neglected the role of the middle class 
which provided the necessary impetus to economic growth. It did not occur to 
them that the major source of savings in an advanced society was the income- 
receivers and not the property owners. 

2. Neglects Public Sector. To the classicists, perfect competition and the 
institution of private property were the essen ial prerequisites for economic 
development. They, however, failed to realize the importjnt role which the public 
sector has assumed in accelerating capital accumulation in recent years 

3. Less Importance to Technology. One of the important lacunae in the 
classical theory is the part played by science and technol *gy in development. 
Increase in productivity resulted from extra capital and increased division of 
labour. The great inventions of the Industrial Revolution were regarded as some¬ 
thing discrete and unusual. Adam Smith realised the importance of improved 
technology in economic development. According to him. technology led to divi¬ 
sion of labour and the expansion of the market It was. nowever. R.cardo who 
pointed out that improved technology in the industrial field led to the displace¬ 
ment of labour and other adverse consequences In the beginning, technological 
progress might counteract the action of diminishing returns. Bui ultimately when 
the impact of technological progress was exhausted, diminishing returns set in and 
the economy m >vcd towards the stationary state The classicists failed to visualize 
the important impact that science and technology had on the rapid economic 
development of the now developed nations. 

4. Unrealistic Laws. The pessimistic view of the classical economists like 
Ricardo and Malthus that “the end result of capitalist development is stagna¬ 
tion" was based on two assumptions: application of diminishing returns to land 
and the Malthusian theory of population Rapid increase of farm produce in the 
advanced nations has proved that the classicists under-estimated the potentialities 
of technological progress in counteracting diminishing returns to land Similarly, 
the Malthusian theory of population has been disproved by population trends 
prevailing in the Western World Diametrically opposed to the Malthusian princi¬ 
ple. population has not grown so fast as to outstrip the food supply On the other 
hand, agricultural productivity has been much faster than ihe population growth. 

5. Wrong Notions about Wages and Profits. Wages have not tended to be 
at the subsistence level. There has been a continuous increase in money wages 
without a corresponding decline in profit rates. And the mature economies have 
not reached the stage of economic stagnation. Both R.cardo and Malthus have 
been scoffed at as false prophets in the light of the economic development of the 
Western World. 

6. Unrealistic Growth Process. The classical theory assumed a stationary state 
in which there was change, but around a point of equilibrium; there was progress, 
but steady and continuous like a tree. This is. however, not a sal.sfacto.y expla¬ 
nation of the process of economic growth. For economic growth as it is under¬ 
stood today, does not proceed steadily and continuously. but by fits aod starts. 

•For its Applicability to Underdeveloped Countries rcfei to the Smithian and Ricardian 

theories under this head 
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THE MARXIAN THEORY OF ECONOMIC 
DEVELOPMENT 


INTRODUCTION 

K ARL MARX, the celebrated author of *Das Kapital.* is one of the few 
celebrities in history who cast a spell on hundreds of millions of people by 
their doctrines. He has been epitomized as 'Marx the Prophet* and is ranked with 
Christ and Mohammad if we arc to judge him by the number of his followers. 
As Schumpeter wrote, Marxism is a religion. To the orthodox Marxist, as any 
believer in a Faith, the opponent is not merely in error but in sin.” 1 Marx 
predicted the inevitable doom of capitalism and it was on this prediction that 
communism has built its edifice. The Marxian analysis is the gravest and the most 
penetrating examination of the process of capitalist development. It had the 
greatest influence in shaping policies in the Soviet Union. China, and other 
communist countries. Our purpose here is to examine the Marxian process of 
economic development and not the Marxist system as whole. 

THE MARXIAN THEORY 

"Marx contributed to the theory of economic development in three respects, 
namely in broad respect of providing an economic interpretation of history, in 
the narrower respect of specifying the motivating forces of capitalist development, 
and in the final respect of suggesting an alternative path of planned economic 
development." 

Materialistic Interpretation of History. The materialistic interpretation of 
history attempts to show that all historical events arc the result of a continuous 
economic struggle between different classes and groups in society. The main 
cause of this struggle is the conflict between ‘the mode of production’ and ‘the 
relations of production.' The mode of production refers to a particular arrange¬ 
ment of production in a society that determines the entire social, political and 
religious way of living. The relations of production relate to the class structure of 
a society "uniquely characterised" by the following components: 

0) the organisation of labour in a scheme of division and co-operation, the 
skills of labour, and the status of labour in the social context with respect to 
degrees of freedom or servitude; 

(/V) the geographical environment and the knowledge of the use of resources 
and materials; and 

>J.A. Schumpeter. Ten Great Economists, p. 5 and foot note. 
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andTh TlioZpropeni'd classes. Since the mode of production ,s subject to change 
a stage comes in the evolution of a society when the forces of Producon come 
into clash with the society's class structure. The ex.s.mg property relations turn 
into fetters" on the forces of production. Then comes the period of'social revolu¬ 
tion.'This leads to the Cass struggle-,he struggle between the haves .nd the 

T.Jpte'v.'i" .'m» Hi tm »' "*» f 

ha „ds of a few capi.ah,s w capi,a,ism. £ ,'he capitalists 

The labourer selU hts other com,nodi,y. is the amount of 

prod'ucUom AcTordtng to Marx, the value of the ,£ 

helps in raising the total output and lowering the cost of product,on. 

•M.M. Bober, Karl Marx’s Interpolation of History, p. 24. 

»E. Burns, A Handbook of Marxism, p. 257. 
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Of the three methods, according to Marx, increase in the productivity of 
labour is the likely choice of the capitalists, since the other two methods, of 
extending the working hours and reduction of wages, have limitations of their 
own. So in order to make improvements in the productivity of labour, the 
capitalists save the surplus value, reinvest it in acquiring a large stock of capital 
and thus accumulate capital. “Accumulate, accumulate! That is Moses and the 
Prophets,” and “Save, save, reconvert the greatest possible portion of surplus 
value or surplus product into capital.” These are the capitalist’s methods. 

Profits are determined by the amount of capital. As Marx says, “Capital is 
dead labour that vampire like only lives by sucking living labour and lives the 
more, the more labour it sucks.” To explain the origin of profit and to analyse 
the relation between wages and profits, Marx separates capital into constant 
capital and variable capital. Capital invested in stocks or raw materials or equip¬ 
ment which directly assists the productivity of labour, Marx calls constant capital 
(c). Capital devoted to the purchase of labour power in the form of wages or 
direct subsistence, he terms variable capital (v). The surplus value is denoted by 
s. So the total value of product (w)--constant capital (c)-f variable capital (v) 
4-surplus value (j) or (c + v)+j. 

It is on the basis of this division of the total output that Marx introduces his 
Departmental Schema of Simple and Extended Reproduction. 

Marx divides the total output of the economy (»v) into Department 1 and 
Department 2. The former is related to the production of capital goods and the 
latter to the consumer goods. The total output of each Department is shown as 

wi — n + Vi + Si 
H-2 =* C2 + v 2 + S 2 

W = C + V -f s 

In this Simple Reproduction Scheme, all that is produced is consumed and there is 
no accumulation or surplus. Therefore, equality prevails in both the Departments. 
Hence the value of total constant capital in both the Departments (ci 4- c 2 ) must 
equal the output of Department I (n + vi + s t ). that is 

c l 4- c 2 = ci 4- ri -f j, 

or C2 = Vi t- Si (By eliminating the common 

factor ci) 

Similarly, the total consumption in both the Departments (v, + Sl 4- v 2 4- s 2 ) 
must equal the total output of Department 2 (c 2 4* v s r 5 2 ), that is 

C2 f V# 4* 52 — V! -f *1 + V 2 + 5 2 

or c 2 ~ »'1 + *1 (By eliminating the 

common factor v 2 4- 5a) 

This shows that the value of constant capital in Department 2 must equal 
the value of commodities consumed by workers (r t ) and capitalists (si) in 
Department 1. 

It is in Marx’s Extended Reproduction Scheme that accumulation takes place 
because the production of Department I (capitalist sector) is greater than the 
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sews — —*■: 

c/v, is termed as the organ,c compos on of cap 1 or of p[ofils l0 

defined as */v, the ratio of exp | 0 iiation. This leads Mar* to 

wages. This is knownt a h 'd I5 m solely on , he ra te of tur|dus 

point out that the rate of profit ^ ^ ihough , hc rale of surplus value 

value. The rate of profi ( s 8 jn , he orga nic composition of capital 

W») remainS C °° S T'J technical progress is to alter the organic composition of 
(c/v). The influence , c f the dircc ,ion of raising the ratio of 

capital. gencraMy.hough^nn llf industrial progress is to lower 

constant to variable capital Hence t rale of surp | u s value.* 

the rate of profit r-«ven is the concen,ra,ion of capita. 

One of the consequences of capital acc f lhcra l0 cheapen 

in gigantic enterprises. Competition among capitalists forces ^ 

their products. This can be d °oe >“' ing h0 are unable to replace labour 

- - - * bis 

and decline in variable caP 1 '®*- T,i a( j V c decrease in the demand for labour. This 
with variable capital leads to a retail industrial reserve army 

process of supplanting labour bl > ealer this reserve army in 

which increases as capitalism develop • ; lhe mass 0 f a consolidated 

proportion to the active *}»'"' r **%£ tUio l0 its torment of labour. This 
surplus population. w h°« “i 5 "* , accumu | a tion."* The larger the industrial 

is the absolute general law of c P ^ of lhe employed workers, since the 

reserve army, the wont . roub | es orae workers, being able to replace 

capitalist can dismiss dissatisfied an CaD i la lists are also able to cut down 

them from the ranks of the reserve army. P surplus yalue 

wages to a semi-starvation level and ^'^""undcr capitalism. 

This is the law of the increasing misery f machines, he is killing the 

But when the capitalist is "P lac ng ,h . # continua , reduction of the surplus 
goose that laid the golden eggs. Th . |Q incrcaS e the organic 
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Marx explained this tendency of falling rate of profit in terms of the following 
equation: 

S Sjv 

c+v 1 +c/v 

The rate of profit (r) varies inversely with the organic composition of capital 
<c/v) and directly with the rate of surplus values (rate of exploitation) (s/v). 
Therefore, the rate of profit V rises with the rate of surplus value s/v and falls 
with the organic composition of capital c/v. Let us explain this law of falling 
tendency of the rate of profit iu terms of Marx’s example. Suppose the rat© of 
surplus value s/v is 100 per cent, and the wages of workers are also 100 per week. 
Now, if 

c= 50, v = 100, then r=i£$, or 66f%. 
c** 100, v= 100, then r=*§$, or 50%. 

0=200, v= 100, then r=*88, or 33*%. 
c=300, v= 100, then r«U* ( or 25%. 
c=400, v* 100, then r=J£®, or 20%. 

In this way, the same rate of surplus value, with the same degree of labour 
exploitation, would express itself in a falling rate of profit, because “as technical 
progress tends to substitute stored-up labour for living labour, the rate of profit 
yielded by a given rate of surplus value will fall, that is the rate of profit will fall 
unless the rate of exploitation of living labour is correspondingly increased.”* 

Capitalist Crisis. In order to counteract this tendency of declining rate of profits, 
the capitalists increase the degree of exploitation by reducing wages, lengthening 
the working day, and by “speed ups.” etc. But since every capitalist is engaged 
in introducing new labour-saving and cost-reducing devices, the ratio of labour 
(and hence surplus value) to total output falls still further. The rate of profit 
declines all the more. Production is no longer profitable. Consumption dwindles 
as machines displace men and the industrial reserve array expands. Bankruptcies 
ensue. Every capitalist tries to dump goods in the market and in the process 
small firms disappear. A capitalist crisis has begun. The ultimate cause of all 
economic crisis,, Marx poiots out, is the poverty and limited purchasing power of 
the masses. Economic crisis appears in the form of an over production of 
commodities, acute difficulties in finding markets, a fall in prices and a sharp 
curtailment of production. During the crisis, unemployment increases sharply, 
the wages of workers are further cut, credit facilities breakdown and small 
employers are ruined. 

This does not continue for ever. Revival soon starts. The low-level of prices, 
cut in wages, elimination of speculative ventures and destruction of capital tend 
to raise the profit rate which eventually leads to new investments. As Marx 
wrote, “A crisis always forms the starting point of large new investments. There¬ 
fore, from the point of view of society as a whole, a crisis is, more or less, a 
new material basis for the next turnover cycle.” 7 But it leads to the same 

•M. Dobb, On Economic Theory and Socialism, p. 193. 

’K. Marx, op. elt., p. 186. 
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catastrophic conclusion: competition for labour; higher wages; labour-saving 
machinery; a reduction in surplus value; decline in profit rate; still greater compe¬ 
tition and collapse. Thi* succession from crisis to depression, followed by recovery 
and boom and then again crisis, is evidence of the cycli character of the develop- 

ment of capitalist production. ... . 

In each period of crisis stronger capitalists expropriate the weaker capitalists 

and along with it grows the indignation of the working class. And then finally the 
Doomsday of capitalism arrives which is best described in Marx s own words, 
“Alongwith the constantly diminishing number of the magnates of capital, who 

usurp and monopolize advantages of this process of transformation grows the 

.mass of misery, oppression, slavery, degradation, exploitation; but wuhtb to 
grows the revolt of the working classes, a class always increasing in n»bma>nd 
disciplined, united, organised by the very mechanism of the process of capitalist 
production itself. The monopoly of capital becomes a fetter upon the 
production. . . . Centralization of the means of production and socialization of 
labour at last reach a point where they become incompatible with their capitalist 
integument. This integument is burs, asunder. The: knell of cap,uhsts pnv t 
property sounds. The expropriators are expropriated. This “ 

tendency of capitalist accumulation. In elaborating the general law of capitalist 
accumulation, Marx provide, the economic explanation of «he necess.,y .n 

inevitability of the revolutionary transformation from worship 

society Capitalism leads to the proletarian revolution whereby the dictatorship 
of the' proletariat" is established. Poverty will disappear. The State: will wither 
away" and each individual will contribute to national income accordmg 
abilities and receive according to his needs. Socialism replaces capitalism. 


A Mm^theOTy of capitalist development has been accepted by his followers as a 
gospel truth while it has been severely criticised by his opponents for the following 

"Tsurplus Value Unrealistic. The whole Marxian analysis is built on the theory 
* I c val.ip However in the real world, we are concerned not with values 
but U wi,h real tangible prices. Thus Marx has created an abstract and unreal 
value world which has made it difficult and cumbersome to understand 

Mar, has proved to be a false prophet. No doubt 

socialist societies have come into existence but their evolution has not been on 
. i* u iA Afwun hv Marx The countries which have toed the Marxian 1m 

of'thinking have been curiously those in which capitalist development lagged 

behind! Alf the Communist States had been poor and are even now so s 
compared to the capitalist countries. There is no increasing misery of labour in 

•Ibid pp- 836-837. 
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‘withering away* of the State in these countries. 

'3. Technological Progress Helpful In Increasing Employment. Marx pointed out 
that with increasing technological progress, the industrial reserve army expands. 
But this is an exaggerated view, for the long run effect of technological progress 
is to create more employment opportunities by raising aggregate demand and 
income. 


4. Falling Tendency of Profits not Correct. According to Joan Robinson, 
Marx’s “explanation of the falling tendency of profits explains nothing at all.” 
Marx contends that as development proceeds, there is an increase in the organic 
composition of capital which brings about a decline in the profit rate. But Marx 
failed to visualize that technological innovations can be capital-saving too, and 
that with a fall in capital-output ratios and increases in productivity *and total 
output, profits can rise along with wages. 

5. Marx could not Understand Flexibility In Capitalism. Marx also could not 
foresee the emergence of political democracy as the protector and the preserver 
of capitalism. Democracy as a political system has proved its resilience and 
adaptability to the changing times. The introduction of social security measures, 
antitrust laws and the mixed economies have given a lie to the Marxian prediction 
that capitalism contains within itself the seeds of its own destruction. 

6. His Cyclical Theory is Wrong Marx was the first among the earlier 
economists who regarded the ‘cycle* as an integral part of his analytical frame¬ 
work. He emphasized that capital accumulation led to a reduction in the demand 
for consumption goods and fall io profits. But he failed to realise that with 
economic development the share of wages in aggregate income need not fall, nor 
the demand for consumer goods. His theory, though it sought to explain a 
dynamic process was, in the words of Schumpeter, “unsuited for it, its two 
main props being (a) labour theory of value, and ( b ) a modified version of 
subsistence theory of wages. Marx was analysing the problem of growth with the 
help of tools which were essentially suited to static economic analysis.” 

Conclusion. “Despite Marx’s theoretical misdemeanours, faulty or even un¬ 
scientific analysis, he was also," according to Schumpeter, “the first to visualize 


what even at the present time is still the economic theory of the future for which 
we are solely and laboriously accumulating stone and mortar, statistical facts and 
functional equations." Some of the Marxian tools pertaining to the theory of 
economic development have ever since become part and parcel of the theory of 
economic growth. Technological progress and innovations are the main stay of 
any theory of economic development. Similarly, capital accumulation is the 
fundamental idea behind economic growth. Profits are still regarded as both the 
hallmark of capitalist development and its Achilles* heel. Marx showed that 
economic development does not follow a smooth course but comes about in “fits 
and starts ’’ Business cycles arc inevitable. He pointed cut that a state of undcr- 
consumption was the mam cause of depression and that for stable growth a 
proper balance between investment and consumption was essential. He also 
indicated that too low or too h.gh wages in relation to total cutout can adversely 
affect investment and thus stifle economic growth. Industrial unemployment is 
also one of the major variables in his system. Thus, Marx was in a way Keynes’ 
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precursor. 

To conclude in the words of Meier and Baldwin. “As a formal model. Marxian 
economics is weak. The -internal contradictions* are more those of the Marxian 
system itself than they are of capitalism, which the system purportedly analyses. 
. . . Nevertheless, no anti-Marxist need deny that Marx contributes some impor¬ 
tant insights in his study of development-And. in spite of all its fallacies and 

invalid conclusions, Marxism must be understood. For it stHl remains an appealing 
political religion challenging the future of poor and rich countries alike.' ® But it 
fails as a logically sound theory of economic development. 


The Marxian Theory and Underdeveloped Countries 

The Marxian theory is not applicable directly to underdeveloped countries. 
Marx did not think of the problems of such countries. "Apart from a few 
illusions remarkable for their determinant note with regard to obtaining prospects 
for economic development in regions like Western Asia or India no special 
attention is given to the problems of change in underdeveloped countries 0 
Marx was mainly concerned with problems connected with the development of 
capitalism in the Western World Colonies were regarded as one of the "highest 
stages" in capitalist development. Foreign domination was regarded as the 
principal cause of economic backwardness of the colonies. The only obvious 
remedy was their political freedom. 

Marx’s failure to recognize the existence of population pressures makes his 
theory inapplicable to overpopulated underdeveloped countries. But some of the 
variables of his analysis do exist in such economies. In underdeveloped countries 
till recently under the colonial rule, labour was being exploited for the benefit of 
the ‘home country.* There was the concentration of capital in the hands of a Tew 

capitalists. Even now in almost all the underdeveloped countries that are also 

politically free, wages are near subsistence levels; the ‘increasing misery of the 
masses is visible; a ‘reserve army* of the chronic and disguised unemployed exists; 
the problem of under-consumption is universal and the society is sharply divided 

between the ‘two classes,* the middle class being virtually non-existent." The 

existence of such conditions can lead to 'class struggle' and the establishment of 
the ‘dictatorship of the proletariat.' The recent political turmoils In some of the 
Latin American, African, the Middle and the Far Eastern countries have shown 
that the existence of Marxian ‘conditions’ in backward countries act like nurseries 
where the communist seed grows soon. "Ironically, however, it is Marx'S percep¬ 
tion of planned development expressed in his minor writings which presumably 
has had a greater impact on the actual economic development of countries such 


•Meier and .Baldwin, op. clt.. pp 63-64 

“A. Bonne, op eit., p. 243. .... . _ 

“Only the Marxian terminology is applicable. For underconsumption in.pl.es an at>un- 
dance of unmarketable goods due to over-p.oduction in the Marxian analysis while in < c 
case of underdeveloped countries it refers to low level ot consumption due to low level ol 
production. Similarly the existence of a surplus reserve army of workers m the Marxian 
theory U the result of the introduction of labour-saving devices, whereas in underdevdopea 
countries unemployment is disguised and rural, not industrial, the result of tbc growth 
numbers rather than the use of industrial technology. 
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as Soviet Russia and mainland China. Man* notion of Pfanoed development 
also seems to appeal to those backward countries which are in a great hurry to 

industrialize at the risk of excessive national "belt-tightening. 

As a matter of fact, it is Marx s Departmental Schema that is applicable to 
underdeveloped countries. Such a country is primarily a dualist.c economy 
consisting of a capitalist sector and a subsistence agriculture and small scale 
sector which may be said to represent Marx’s two Departments. It is the capitalist 
sector which yields large economic surplus, while the subsistence sec.or yields a 
small surplus. Rapid economic development ts possible by reorganising and 
expanding the capitalist sector (Depa.tment 1) and transforming the subsistence 
sector (Department 21 into the former so as to increase the economic surplus. 
This necessitates planning for industrialisation and mcrCaSe ' n '^ S .“ PP ^ ° r 
agricultural commodities to meet the expanding demand of the capitalist sector. 
As pointed out by Oscar Lange, it is the commodity character of agricultural 
production which determines the course and rate of industrialisation, along with 

the increased production of capital goods.|* „ d 

A number of underdeveloped countries like India, the UAR, Burma and 
Ghana have followed ihe Maixian Departmental Schema in their development 
plans. 13 These plans have emphasised the growth of Department 1 in relation to 
Department 2. The basic strategy has been to increase investments ,n capital 
goods industries and services, and to increase the supply of consumer goods by 
increasing investment and production in agriculture and small scale sector.The 
piimary aim has been to create larger employment opportunities, to increase 
purchasing power and fresh demand, to build a strong capital base and increase 
productive and technical capacities within the economy. 


,: 0 Lange (cd.i. P' >hlcm* of Political Economy of Socialism, 1962. 

*» rhe M.ih .l.inohi* Model for the Second Indian Five Year Plan i* based on the Marxian 
Departmental Schema 


Chapter 11 

THE SCHUMPETERIAN THEORY 


J OSEPH Alois Schumpeter first presented his theory of economic growth in the 
Theory of Economic Development published in German in 1911 (its English 
edition appeared in 1934) which was elaborated and refined but in no way 
altered in any essential respect in Business Cycles (1939) and Capitalism, Socialism 
and Democracy (1942). 

Meaning of Economic Development. To start with, Schumpeter assumes a 
perfectly competitive economy which is in stationary equilibrium. In such a 
stationary state, there is perfect competitive equilibrium: no profits, no interest 
rates, no savings, no investments and no involuntary unemployment. This equi¬ 
librium is characterised by what Schumpeter terms the "circular flow which 
continues to repeat itself in the same manner year after year, similarto the 
circulation of the blood in an animal organism. In the circular flow, the same 
products are produced every year in the same manner. "For every supply there 
awaits somewhere in the economic system a corresponding demand. For every 
demand the corresponding supply" In other words, all economic activities 
are repetitive in a time-less economy. To Schumpeter, "The circular flow is a 
stream that is fed from the continually flowing springs of labour-power and 
land, and flows in every economic period into the reservoirs which we call 
income, in order to be transformed into the satisfaction of wants." Development, 
according to him, "is spontaneous and discontinuous change in the channels of 
the circular flow, disturbance of equilibrium, which for ever alters and displaces 
the equilibrium state previously existing.” 1 These ‘spontaneous and discontinu¬ 
ous’ changes in economic life are not forced upon it from without but arise by 
ts own initiative from within the economy and appear in the sphere of industrial 
md commercial life. Development consists in the carrying out of new combi- 
lations for which possibilities exist in the stationary state. New combinations 
ome about in the form of innovations. 

Innovations. An innovation may consist of: (1) the introduction of a new 
roduct; (2) the introduction of a new method of production; (3) the opening up 
f a new market; (4) the conquest of a new source of supply of raw materials 
•r semi-manufactured goods? and (5) the carrying out of the new organisation 
if any industry like the creation of a monopoly. According to Schumpeter, it 
s the introduction of a new product and the continual improvements in the 

existing ones that leads to development. 

Role of Innovator. Schumpeter assigns the role of an innovator not to tne 
capitalist but to the entrepreneur. The entrepreneur is not a man of ordinary 
managerial ability, but one who introduces something entirely now. He does not 

‘J.A. Schumpeter, Theory of Economic Development, p. 64. Italics mine. 
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provide funds but directs their use. The entrepreneur is motivated by: (a) the 
desire to found a private commercial kingdom, ( b ) the will to conquer and prove 
his superiority, and (c) the joy of creating, of getting things done, or simply of 
exercising one’s energy and ingenuity. His nature aod activities depend on his 
socio-cultural environment. To perform his economic function the entrepreneur 
requires two things: first the existence of technical knowledge in order to produce 
new products; second, the power of disposal over the factors of production in 
the form of credit. According to Schumpeter, a reservoir of untapped technical 
knowledge exists which he can make use of. Therefore, credit is essential for 
development to start. 

Breaking the Circular Flow. Schumpeter’s model starts with the breaking up 
of the circular How with an innovation in the form of a new product by an 
entrepreneur for the purpose of earning profit. In order to break the circular 
flow, the innovating entrepreneurs are financed by bank-cfedlt expansion. Since 

investment in innovations is risky, 
they must pay interest on it. Once 
the new innovation becomes success¬ 
ful and profitable, other entrepreneurs 
follow it in “swarm-like clusters.” 
Innovation in one field may induce 
other innovations in related fields. 
The emergence of a motor car indus¬ 
try may, in turn, stimulate a wave 
of new investments in the construc¬ 
tion of highways, rubber tyres and 
petroleum products, etc. But the 
spread of an innovation is never cent 
FIG. 11.1 percent. 

The spread of innovation is shown 
in Fig. 11.1 where the percentage of firms adopting a particular innovation is 
shown on the vertical axis and time taken on the horizontal axis. The curve 
01 shows that firms adopt an innovation slowly to start with but soon the 
adoption of innovation gains momentum. But it never reaches 100 per cent 
adoption by firms. 

Cyclical Process. Since investment is assumed to be financed by creation.of 
bank-credit, it increases money incomes and prices and helps to create a 
cumulative expansion throughout the economy. With the increase in the pur¬ 
chasing power of the consumers, the demand for the products of the old indus¬ 
tries increases in relation to supply. Prices rise, profits increase and old industries 
expand by borrowing from the banks. It induces a secondary wave of credit in¬ 
flation which is superimposed on the primary waves of innovation. Over-opti¬ 
mism and speculation add further to the boom. After a period of gestation the 
new products start appearing in the market d.splacing the old products and 
enforc.ng a process of liquidation, re-adjustment and absorption.* The demand 

ZLTTlZ"- ' The ° f EC000miC ■“ tn Business Cycle 
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for the old products is decreased. Their prices fall. The old firms contract output 
and some are even forced to run into liquidation. As the innovators start repay¬ 
ing bank loans out of profits, quantity of money is decreased and prices tend to 
fall. Profits decline. Uncertainty and risks increase, the impulse for innovation 
is reduced and eventually comes to an end. Depression ensues. 

Schumpeter believes in the existence of the Kondratieff long-wave of upswings 
and downswings in economic activity. Each long-wave upswing is brought about 
by an innovation in the form of a new product which leads to further innova¬ 
tions in the methods of production, new forms of business organisation, new 
sources of supply of raw materials and intermediate products, and new markets. 
(Jhus there is abundance of goods available for the masses. In the words of 
Schumpeter, “mass production means production for the masses." Once the 
upswing ends, the long-wave downswing begins and the painful process of re¬ 
adjustment to the “point of previous neighbourhood of equilibrium ’ starts. 
Ultimately the natural forces of recovery bring about a revival. Once again equili¬ 
brium is restored. Then some enterprising entrepreneurs begin wiih a new 
set of innovations, others follow, and a new boom begins. Schumpeter describes 
this process of capitalist development as one of “creative destruction." wherein 
the old economic structures of the society are being continually destroyed and 
the new structures are being continually created in their place. 

In fine, entrepreneurs are the key figures in the Schumpeterian analysis. 
They bring about economic development in spontaneous and discontinuous 
manner. And “cyclical swings are the cost of economic development under 
capitalism," a permanent feature of its dynamic time-path. 

Secularly, continued technological progress will result in an unbounded increase 
in total and per capita output, since historically there are no diminishing 
returns to technological progress. As long as technological progress takes place, 
the rate of profit will be positive. Hence there can be no drying up of sources 
of investible funds nor any vanishing of investment opportunities. ‘ There is 
therefore no a priori ceiling to the level of per capita income in a capitalist 
society. Nonetheless, the economic success of capitalism will eventually lead to 
its decay. For the very process of capitalist development weakens the institu¬ 
tions and values basic to its own survival." 1 "Can capitalism survive? No. I do 
not think it can,’’ wrote Schumpeter, as his final’ appraisal of the future of 
capitalism. To him, the very success of capitalism ‘‘undermines the social 
institutions which protect it, and ‘inevitably’ creates conditions in which it will 
not be able to live and which strongly point to socialism as the heir-apparent. 4 
Process of the End of Capitalism. According to Schumpeter, capitalism can 
maintain itself only so long as entrepreneurs behave like knights and pioneers. 
But such daring innovators are being destroyed by the capitalist system itself 
which rests on a rational attitude. This enquiring, sceptical and rational attitude 
permeates the entire capitalist society. As a result, three forces are discernible, 
that are the beginning of the creeping death of capitalism. They are: (1) the 
decadence of the entrepreneurial function; (2) the disintegration of the bourgeois 


•I. Adel mao, Theories of Economic Growth and Development, p. 108. 
*J. A. Schumpeter, Capitalism, Socialism, and Democracy, p. 61. 
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family; and (3) the destruction of the institutional framework of the capitalist 
society. » 

In the early stages of capitalism, the driving force came from entrepreneurs 
who dared to innovate, to experiment, and to expand. But now Innovation is 
reduced to a routine. Technological progress has become the business of teams 
of trained specialists. The new ‘lords’ of business are the managers, depersona¬ 
lized owners and private bureaucrats. This reduces the industrial bourgeoisie to 
a class of wage-earners and thus undermines the function and the position of the 
entrepreneur as the “warrior knight." 

There is also the destruction of the bourgeoisie family. Parents adopt a ratio¬ 
nalistic attitude in their behaviour towards children. The traditional family idea 
is weakened. The desire to found a “private kingdom", a “dynasty" is no longer 
there. The will to accumulate wealth gradually disappears and along with it 
another important aspect of the capitalist society. 

Finally, Schumpeter contends that the entrepreneur also tends to destroy the 
institutional framework of the capitalist society. The tendency towards con¬ 
centration into big concerns weakens and destroys the twin institutions of private 
property and freedom of contract. In the case of big concerns, the proprietors 
arc the small and large shareholders who are “dematerialized" and “defunctiona- 
lized” by the professional, salaried managers. The proprietors* role is performed 
by the latter while the former are totally divorced from active management. 
According to Schumpeter, it was rationality that had destroyed the royal power 
in the past. Now again, it is the rationalistic attitude of the ruling group towards 
domestic and international problems that will be the bane of capitalism. But all 
these forces arc not enough to ring the death knell of capitalism. It is, however, 
the active hostility of the intellectuals which is bringing the ‘day’ nearer. The 
intellectuals sow seeds of doubt and discontentment in the minds of the masses 
against the social and political framework of the capitalist order. By inciting the 
white-collar groups and the labouring classes they are able to secure anti-capita¬ 
list political reforms. As a result, institutional framework, upon which capitalism 
rests starts crumbling and there is a gradual movement towards socialism. Even¬ 
tually capitalism would fade away without any bang or whimper. 

Criticism of the Theory 

“Schumpeter’s theory must be ranked as a major performance, one worthy 
of such great economists as Smith. Mill, Marx, Marshall and Keynes." 8 No 
doubt ‘it is replete with brilliant reasoning and insight of a great theorist,’ yet 
it is not free from criticisms. 

1. The entire process of Schumpeter’s theory is based on the innovator whom 
he regards as an ideal person. Such persons were to be found in the 18th and 
19th ccoturies. At that time innovations were made by entrepreneurs or inven¬ 
tors. But now all innovations form part of the functions of a joint stock 
company. Innovations are regarded as the routine of industrial concerns and do 
not require an innovator as such. 


‘Mcicr and Baldwin, op. cit., p. 95. 
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income taxes are inimical to the development of an entrepreneurial class, because 
they tend to reduce profits. 

4. Not Applicable to Mixed Economies.Moreover, Schumpeter’s innovator 
is a private entrepreneur who does not fit in the present day mixed economies. 
In an underdeveloped country, government is the biggest entrepreneur. The 
mam impetus for development comes from the public and the semi-public sectors. 
Thus, Schumpeter's innovator has a limited role to play in an underdeveloped 
country. 

5. Institutional Changes and not Innovations Needed. To start the develop¬ 
ment process and to make it self-sustaining it is not innovation alone but a 
combination of several factors like organizational structures, business practices, 
skilled labour and appropriate values, attitudes and motivations which are 
required. 

6. Assimilation of Innovations. According to Henry Wallich, the development 
process in underdeveloped countries is based, not on innovation, but on the 
assimilation of existing innovations. For, entrepreneurs in underdeveloped coun¬ 
tries are not in a position to innovate. Rather, they adopt innovations taking 
place in advanced countries. 

7. Neglects Consumption. The Schumpeterian process is ‘production-oriented’ 
while the development process is ‘consumption-oriented’. This appraisal is 
applied in the current trend towards the welfare state in which demand and 
consumption play a leading role. 7 

8. Neglects Savings. Schumpeter’s exclusive emphasis on bank credit obscures 
the role of real savings in investment. It also undermines the importance of 
deficit financing, budgetary savings, public credit and other fiscal measures in 
economic development. . 

9. Neglects External Effects. According to Schumpeter, development is the 
result of changes that arise from within the economy. But in underdeveloped 
countries, changes do not take place from within the economy rather they are the 
outcome of imported ideas, technology and capital. Backward technology, low 
saving potential, and outmoded social, economic and political institutions are 
incapable of leading to development from “within” in underdeveloped economies. 

10. Neglects Population Growth. Further, Schumpeter failed to take into 
account the impact of the growth of population on the economic development of 
a country. High growth rate of population tend£ to lower the growth rate of a 
developing economy. 

11. Unsatisfactory Explanation of Inflationary Forces. In Schumpeter’s system 
inflationary impulses form an integral part of the process of development, but 
it involves no secular inflation. The long terra price level remains stable. How¬ 
ever, in an underdeveloped economy the inflationary forces are very powerful. 
Social demand, working through political and labour union channels seeks to 
extract from the economy more than what, through domestic production and 
international trade, it can be made to yield. It is not only development and the 
associated investment that are responsible for inflationary tendencies, but the 


’Henry C. Wallich, Some Notes 
Singh (ed ) op cit . pp 193-202 
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entire social climate of a demand-oriented economy. 8 

Conclusion. All the same, Schumpeter’s theory underlines the importance of 
inflationary financing and innovations as the main factors in economic develop¬ 
ment. Inflationary financing is one of the potent methods which every under¬ 
developed country tries to use at one time or another. His analysis is relevant to 
underdeveloped countries from the stand-point of long range increase in produc¬ 
tivity and absorption of surplus labour in gainful employment as a result of 
innovations. Though it purports to analyse the problems of Western capitalism, 
“it can certainly give clues to problems that may arise in underdeveloped coun¬ 
tries, once the process of industrialization begins, as well as 
avoiding waste and extra^hardships that attend an^uq^an^i^e^te.d 
development.” ^ ° o. 
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Chapter 12 

THE KEYNESIAN THEORY 


T HE Keynesian theory does not analyse the problems of underdeveloped 
economies. It has relevance to advanced capitalist countries. But in order 
to find out how far. the Keynesian theory is applicable to underdeveloped 
economies, it is better to summarise Keynes’ theory. 

Summary of Keynes* Theory 

Total income is a function of total employment in a country. The greater the 
national income, the greater the volume of employment resulting therefrom and 
vice versa. The volume of employment depends on effective demand. Effective 
demand determines the equilibrium level of employment and income. The effec¬ 
tive demand is determined at the point where aggregate demand price equals 
aggregate supply price. Effective demand consists of consumption demand and 
investment demand. Consumption demand depends on the propensity to 
consume. The latter does not increase to the same extent as the increase in income. 
The gap between income and consumption can be made up by investment. If the 
requisite volume of investment is not forthcoming, the aggregate demand price 
will fall short of aggregate supply price. As a result, income and employment will 
fall till the gap is bridged up. Thus, variations in employment and income largely 
depend on investment. The volume of investment depends on the marginal 
efficiency of capital and the rate of interest. The marginal efficiency of capital is 
the expected rate of return from new capital assets. When profit expectations are 
high, businessmen invest more. The rate of interest, the other determinant of 
investment, depends on the quantity of money and the liquidity preference. Now 
investment can be raised either by raising the marginal efficiency of capital or by 
lowering the rate of interest. Though a rise in investment, usually leads to an 
increase in employment, this may not happen if the propensity to consume falls 
at the same time. On the contrary, a rise in the propensity to consume can lead 
to a rise in employment without an increase in investment. Rise in investment 
leads to increase in income, and out of the increased income, there is more 
demand for consumption goods which leads to further increase in income and 
employment. This process tends to become cumulative. As a result, a given rise 
in investment causes a multiple increase in income via the propensity to consume. 
This relationship between increment of investment and of income is called by 
Keynes, the multiplier K. The multiplier “establishes a precise relationship, given 
the propensity to consume, between aggregate employment and income and the 
rate of investment .... It tells us that, when there is an increment of aggregate 
investment, income will increase by an amount which is K times the increment of 
investment.” 1 The formula is AT=ATA/, and 1-1 IK represents the marginal 

*J.M. Keynes. The Genera I Theory of Employment, Interest and Money, pp. 113-115. 
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propensity to consume. Thus the multiplier K= 1/1- MPC. Since the marginal 
propensity to consume falls with increase in income, it becomes necessary to 
inject large doses of investment for securing higher levels of income and employ¬ 
ment within the economy. This, in brief, is Keynes’ theory of employment. 

Keynes did not develop any systematic model of economic development in his 
General Theory. This was left to his predecessors like Harrod, Domar, Joan 

Robinson and others who made full use of the Keynesian tools to construct 

models of economic growth. It is only in an essay entitled Economic Possibilities 
for Our Grand Children that Keynes suggested an outline of the fundamental 
conditions of economic progress. They are: (/) our power to control population; 
(//) our determination to avoid civil wars and dissensions; (in) our willingness to 
entrust to science, the direction of those matters which are properly the concern 
of science; and (fv) the rate of accumulation as fixed by the margin between our 

production and our consumption.* ... H 

So far as the future of capitalism is concerned, Keynes was optimistic. He 
may be said to be a “prophet of boom.” Keynes regarded capitalism as a mecha¬ 
nism possessing great resilience and adaptability to mould itself according to 
circumstances. Keynes developed his theory of capitalist breakdown (secular 
stagnation) based on general over-production, chronic under-consumption, and 
the declining marginal efficiency of capital in future. The remedy he proposed 
was “deliberate State action.” 


Applicability of Keynes’ Theory to Undeveloped Countries 
The Keynesian theory is not applicable to every socio-economic set up. It only 
applies to advanced democratic capitalist economics. As Schumpeter wrote, 
•‘Practical Keynesianism is a seedling which cannot be transplanted into foreign 
soil; it dies there and becomes poisonous before it dies. But left in English soil, 
this'seedliog is a healthy thing and promises both fruit and shade. All this applies 
to every bit of advice that Keynes ever offered." 3 

Before we study the applicability of Keynesian economics to underdeveloped 
countries, it is essential to analyse the assumptions of Keynesian economics vis- 
a-vis the conditions prevailing in underdeveloped economies. 


Keynesian Assumptions and Underdeveloped Countries 

The Keynesian economics is based on the following assumptions which limit 
its applicability to underdeveloped countries: 

Cyclical Unemployment. The Keynesian theory is based on the existence of 
cyclical unemployment which occurs during a depression. It is caused by deficiency 
in effective demand. Unemployment can be removed by an increase in the level 
of effective demand. But the nature of unemployment in an underdeveloped 
country is quite different from that in a developed economy. In such economies 
unemployment is chronic rather than cyclical. It is not due to lack of effective 
demand but is the result of deficiency in capital resources. Apart from chronic 
unemployment, underdeveloped countries suffer from disguised unemployment. 

•J.M. Keynes, Essays In Persuasion, p. 373. 

•J.A. Schumpeter, Ten Great Economists, op. clt., p. 275. 
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Keynes was concerned with the removal of involuntary unemployment and the 
problem of economic instability. So he did not refer to disguised unemployment 
and its solution. The remedy to the chronic and disguised unemployment is 
economic development to which Keynes paid no attention at all. Thus, the 
Keynesian assumptions of cyclical unemployment and economic instability are 
hardly tenable in an underdeveloped economy. 

Short Period Analysis. The Keynesian economics Is a short period analysis in 
which Keynes takes “as given the existing skill and quantity of available labour, 
the existing quantity and quality of available equipment, the existing technique, 
the degree of competition, the tastes and habit of the consumer, the disutility of 
different intensities of labour and of the activities of supervision and organisa¬ 
tion, as well as social structure.’’ 4 The development economics, however, Is a 
long period analysis in which all the basic factors assumed by Keynes as given, 
change over time. 

Closed Economy. The Keynesian theory is based on the assumption of a closed 
economy. But underdeveloped countries are not closed economies. They are open 
economies in which foreign trade plays a dominant role in developing them. 
Such economics primarily depend on the exports of agricultural and industrial 
raw materials and the imports of capital goods. Thus the Keynesian economics 
has little relevance to underdeveloped countries in this respect. 

Excess Supply of Labour and Complementary Factors. The Keynesian theory 
assumes an excess supply of Ipbour and other complementary resources in the 
economy. The analysis refers to a depression economy where “the industries, 
machines, managers and workers, as well as consumption habits, are all thore, 
only waiting to resume their temporarily suspended functions and role.”* But in 
underdeveloped economies there is no temporary suspension of economic activity. 
Economic activity is static. Capital, skills, factor supplies and economic infra¬ 
structure are woefully lacking. 

Labour and Capital Simultaneously Unemployed. Moreover, it can be inferred 
from the above assumption that labour and capital are unemployed simulta¬ 
neously, according to the Keynesian analysis. When labour is unemployed, capital 
and equipment are also opt fully utilized or there is excess capacitv in them. But 
this is not so in underdeveloped countries. When labour is unemployed, there is 
no question of capital being unutilized because there is acute shortage of capital 
and equipment. 


Tools of Keynesian Economics aud Underdeveloped Countries 
Thus, the assumptions on which the Keynesian theory is based are not applica¬ 
ble to the conditions prevailing in underdeveloped countries. We now study the 
principal tools of the Keynesian theory to test their validity to underdeveloped 


1. Effective Demand. Unemployment is caused by the deficiency of effecli' 
demand, and to get over it. Keynes suggested the stepping up of consumptic 
and non-consumption expenditures. In an underdeveloped country, howeve 


‘J.M. Keynes, op. clt., p. 245. note I. 

•A.O. Hirschman. The Strategy of Economic Dr.’elopment, p. 54 . 
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there is no involuntary unemployment but disguised unemployment. Unemploy¬ 
ment is caused not by lack of effective demand but by lack of complementary 
resources. The concept of effective demand is applicable to those economies 
where unemployment is due to excess savings; and in such a situation the remedy 
lies in stepping up the levels of consumption and investment through various 
monetary and fiscal measures. But in an underdeveloped economy income levels 
are extremely low, the propensity to consume is very high and savings are almost 
nil. All efforts to increase money incomes through monetary and fiscal measures 
will, in the absence of complementary resources, lead to price inflation. Here the 
problem is not one of raising the effective demand but one of raising the levels 
of employment and per capita income in the context of economic development. 
“The economic progress consists of two distinct categories: one, where given the 
level of economic development, you move from low employment to full employ¬ 
ment, and the other, where you move from full employment at a given level of 
economic development to full employment at the next higher level of economic 
development. The Keynesian thesis applies only to the first category."* 

2. Propensity to Consume. One of the important tools of Keynesian economics 
is the propensity to consume which highlights the relationship between consump¬ 
tion and income. When income increases, consumption also increases but by less 
than the increment in income. This behaviour of consumption further explains 
the rise in saving as income increases. In underdeveloped countries these relation¬ 
ships between income, consumption and saving do not hold. People are very 
poor and when their income increases, they spend more on consumption goods 
because their tendency is to meet their unfulfilled wants. The marginal propensity 
to consume is very high in such countries, whereas the marginal propensity to 
save is very low. The Keynesian economics tells us that when the MPC is high, 
consumer demand, output and employment increase at a faster rate with the 
increase in income. But in an underdeveloped country it is not possible to 
increase the production of consumer goods due to the scarcity of co-operant 
factors, when consumption increases with the rise in income. As a result, prices 
rise instead of a rise in the level of employment. 

3. Propensity to Save. On the saving side, Keynes regarded saving as a social 
vice for it is excess of saving that leads to a decline in aggregate demand. Again, 
this idea is not applicable to underdeveloped countries because saving is the 
panacea for their economic backwardness. Capital formation is the key to 
economic development, and capital formation is possible through increased 
saving on the part of people. Underdeveloped countries can progress by curtailing 
consumption and increasing saving, as opposed to the Keynesian view of raising 
consumption and reducing saving. To underdeveloped countries, saving is a virtue 
and not a vice. 

4. Marginal Efficiency of Capital. According to Keynes, one of the important 
determinants of investment is the marginal efficiency of capital. There is an 
inverse relationship between investment and MEC. When investment increases, 
the MEC falls, and when investment declines, the MEC rises. This relationship, is 
however, not applicable to underdeveloped countries. In such economies, invest- 

•V.K.R V, Rao. Ettoys In Economic Development. op. cit.. p. 61, Italics mine. 
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ment is at a low level and the MEC is also low. This paradox is due to the lack 
of capital and other resources, small size of the market, low income, low demand, 
high costs, underdeveloped capital and money markets, uncertainties, etc. All 
these factors keep the MEC (profit expectations) and investment at a low level. 

5. Rate of Interest. The rate of interest is the second determinant of invest¬ 
ment in the Keynesian system. It is, in turn, determined by liquidity preference 
and the supply of money. Of the motives for liquidity preference, the transaction 
and precautionary motives are income elastic and they do not influence the rate 
of interest. It is only the demand for money for the speculative motive that 
affects the rate of interest. In underdeveloped countries, the liquidity preference 
for transaction and precautionary motives is high and for the speculative motive 
low. Therefore, liquidity preference fails to influence tfife rate of interest. The 
other determinant of the interest rate is the supply of money. According to Key¬ 
nes, increase in the supply of money lowers the interest rate and encourages in¬ 
vestment, income and the level of employment. But in underdeveloped countries, 
an increase in the supply of money leads to the rise in prices rather than to the 
fall in interest rate. As Keynes himself observed in citing India’s example: “The 
history of India at all times had provided an example of a country impoverished 
by a preference for liquidity amounting to so strong a passion that even an 
enormous and chronic influx of the precious metals has been insufficient to 
bring down the rate of interest to a level which was compatible with the growth 
of real wealth.’’ 7 Thus, the rate of interest in underdeveloped countries is not 
influenced so much by the demand for and the supply of money as by traditions, 
customs and institutional factors. 

6. The Multiplier. Dr V.K.R.V. Rao has analysed the feasibility of applying 
the Keynesian multiplier theory and policy implications to an underdeveloped 
country like India. 9 According to Dr Rao, Keynes never formulated the economic 
problems of underdeveloped countries nor did he discuss the relevance to these 
countries of either the objective or the policy that he proposed for the more 
developed countries. The result has been a rather unintelligent application of 
Keynesian economics to the problems of underdeveloped countries. The Keynesi¬ 
an concept of multiplier is based on the followiug four assumptions: 

(a) Involuntary unemployment. 

( b) An industrialized economy where the supply curve of output slopes up¬ 
ward toward the right but does not become vertical till after a substantial 
interval. 

(c) Excess capacity in the consumption goods industries. 

(d) Comparatively elastic supply of the working capital required for increased 
output. 

Given these assumptions, if we apply the multiplier theory on underdeveloped 
countries, the value of the multiplier will be apparently much higher than even 
in a developed country. We know that the multiplier depends on the size of the 
marginal propensity to consume. Since in an underdeveloped country the margi¬ 
nal propensity to consume is fairly high, small increments of investment are 

U.M. Keynes, op. clt., p. 337. 

•The analysis that follows is based on V.K.R.V. Rao. op. cit. % Ch. 2. 
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likely to induce full employment much earlier than in a rich country where the 
marginal propensity to consume is low. This is something paradoxical and con¬ 
trary to facts. For the assumptions on which the multiplier theory is based do 
not hold valid in the case of an underdeveloped country. Let us test them in the 
light of conditions prevailing in an underdeveloped country like India. 

(a) Involuntary Unemployment. Involuntary unemployment in the Keynesian 
analysis is associated with a capitalist economy where the majority of workers 
work for wages and where production is more for exchange than for self-con- 
sumption. According to Professor Dasgupta, the organized sector of an under¬ 
developed economy, with its large-scale industries and fairly well-developed 
banking system comes under the scope of Keynesian economies, for it presents 
the features of a capitalistic economy. But involuntary unemployment in this 
sector is insignificant when considered in relation to the total working population 
of the country. As per Professor Dasgupta's rough estimate, involuntary unemploy¬ 
ment in India works out to be 0.2 per cent of the total working force, on the 
assumption that 10 per cent of the persons employed in organised industry are 
involuntarily unemployed and that hardly 2 per cent of the total working 
population is absorbed by the organised industry. 9 

In fact, in an overpopulated underdeveloped country there exists disguised 
unemployment. Ostensibly people are engaged in agriculture but if some of them 
are withdrawn from the farm, there will be no reduction in output. In an under¬ 
developed economy, the existence of disguised unemployment instead of involun¬ 
tary unemployment hinders the working of the multiplier theory. The secondary 
tertiary and other effects of the initial increment of investment do not follow 
mainly because there is no labour force willing to accept employment at the cur¬ 
rent wage level. The disguised unemployed are not available at the current wage 
level because, firstly, they arc not conscious of the fact that they are unemployed, 
and secondly , they are already receiving a real income which gives them at least 
as much satisfaction as they would get from the current wage level. Thus, the 
absence of involuntary unemployment and the presence of disguised unemploy¬ 
ment in underdeveloped countries retard the operation of the multiplier towards 
increasing output or employment. 

( b) Inelastic Supply Curve of Output. The supply curve of output in an 
underdeveloped eountry is inelastic which renders the working of the multiplier 
all the more difficult. The reason is that the nature of the consumption goods 
industries is such that they arc unable to expand output and offer more employ¬ 
ment. The main consumption goods industry in an underdeveloped couutry is 
agriculture which is almost stagnant. The supply curve of agriculture output is 
backward sloping so that an increase in the value of output does not necessarily 
lead to an increase in the volume of output. This is because in the short run 
necessary facilities are not available to the agricultural producers for increasing 
output. As a result, the secondary, tertiary and other increases in income, out¬ 
put and employment do not come about with an initial increment of investment. 
The primary increase in income is spent on food and its multiplier effect is lost. 

Since the marginal propensity to consume is high in underdeveloped countries, 

•A.K. Dasgupta, Planning and Economic Growth, pp. 32-33. 
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the increased income is spent on self-consumption of food products by the far¬ 
mers which leads to a reduction of the marketable surplus of foodgrains. This, 
in turn, leads to a rise in the prices of foodgrains in the non-agricultural sector 
without a rise in aggregate real income. The possibility of spending more by the 
agriculturists on non-agricultural goods is, however, limited because thpre is little 
excess capacity in industries. Output is difficult to increase due to the non-availa¬ 
bility of sufficient.raw materials, capital equipment, and skilled labour. Thus, 
concludes Dr Rao, “the primary increase in investment, and, therefore, increase 
in income and employment leads to a secondary and a tertiary increase in income 
but not to any noticeable increase in output or employment, either in the agricul¬ 
tural or the non-agricultural sector. The multiplier principle, therefore, works 
with reference to money income but not with reference either to real income or 
employment.*' 10 

Similarly, the absence of conditions (c) and ( d) in an underdeveloped country 
renders the operation of the multiplier difficult. Absence of excess capacity in 
consumption goods industries coupled with a comparative inelastic supply of 
working capital for increasing output prevent the required increase in the output 
of consumption goods industries and the resultant employment therein. 

Thus, the obvious conclusion is that the Keynesian principle of multiplier does 
not operate in an underdeveloped country like India mainly due to two reasons: 
firstly , involuntary unemployment of the Keynesian type is not to be found; and 
secondly, the supply of agricultural and non-agricultural output is inelastic due to 
the workiog of certain factors peculiar to such economies. 

7. Policy Measures. Not only this, even the Keynesian policy prescriptions 
are hardly tenable under the conditions prevailing in underdeveloped countries. 
Dr Rao maintains that an attempt to increase investment through deficit finan¬ 
cing leads to an inflationary ri^e in prices rather than to an increase in output 
and employment. He is. therefore, of the view that “the economic policy of 
deficit financing and disregard for thrift advocated by Keynes for securing full 
employment docs not apply in the case of an underdeveloped country.’** 1 But in 
another essay “Deficit Financing for Capital Formation and Price Behaviour in 
an Underdeveloped Economy,” he contends that deficit financing for capital for¬ 
mation does not lead to inllation since it is used for increasing the capacity and 
thereby imparting elasticity to the supply curve of output. However, a certain 
measure of price rise is inevitable but it is of a * self-liquidating character.” He 
paints out that the history of war finance shows that forced savings obtained 
through a rise in prices, when used for capital formation, are nothing but deficit 
financing for economic development. "The only question is the extent to which 
it is wise to resort to deficit financing, and the obvious answer is that deficit 
financing should not be resorted to beyond the point at which it becomes infla¬ 
tionary.” 

Professor Dasgupta advocate.-, the use of the Keynesian policy of public invest¬ 
ment to achieve a higher standard of living and to provide increasing employment 
opportunities in underdeveloped countries. But in the absence of adequate public 


‘•V.K.R.V. Rao. op. cii , p 41. 
"/bid.. Ch. 5. 
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savings and the flow of foreign capital, he advocates deficit financing which if 
not accompanied by a system of price and capital issue controls, in the transi¬ 
tional period, will lead to inflationary rise in prices. He, however, emphasises 
that “we would be deceiving ourselves if wc thought that the process could 
function within the framework of a liberal economy, such as Keynes sought so 
anxiously to preserve.” 12 For underdeveloped countries “the old fashioned pres¬ 
cription of work harder and save more still seems to hold as the medicine for 
economic progress”* 3 than the Keynesian hypothesis that consumption and 
investment should be increased simultaneously. But it cannot be denied that 
though the Keynesian policy prescriptions do not apply in toto to the problems 
of underdeveloped countries, yet the Keynesian tools of analysis are indispens¬ 
able for understanding the problems of such economies. 

To conclude with Professor Dasgupta: “Whatever the generality of the General 
Theory may be in the sense in which the term 'general* was used by Keynes, the 
applicability of the propositions to the General Theory to conditions of an under¬ 
developed economy is at best limited.” 14 


'•A.K. Dasgupta. op. c/t., p. J7. 
"V.K.R.V. Rao .op. at. 

"A.K. Dasgupta, op. eil.. p. 34. 



Chapter 13 

ROSTOW’S STAGES OF ECONOMIC GROWTH 

P ROFESSOR W.W. Rostow has sought ao historical approach to the process 
of economic development. He distinguishes five stages of economic growth 
v/z., (1) the traditional society; (2) the pre-conditions for take-off; (3) the take-off; 
(4) the drive to maturity; and (5) the age of high mass-consumption. 

The Traditional Society 

A traditional society has been defined “as one whose structure is developed 
within limited production functions based on pre-Newtonian science and tech¬ 
nology and as pre-Newtonian attitudes towards the physical world.” 1 This does 
not mean that there was little economic change in such societies. In fact, more 
land could be brought under cultivation, the scale and pattern of trade could be 
expanded, manufactures could be developed and agricultural productivity could 
be raised along with increase in population and real income. But the undeniable 
fact remains that for want of a regular and systematic use of modern science and 
technology ‘a ceiling existed on the level of attainable output per head*. It did 
not lack inventiveness and innovations, but lacked the tools and the outlook 
toward the physical world of the post-Newtonian era. 

1 he social structure of such societies was hierarchical in which family and clan 
connections played a dominant role. Political power was concentrated in the 
regions, in the hands of the landed aristocracy supported by a large retinue of 
soldiers and civil servants. More than 75 per cent of the working population was 
engaged in agriculture. Naturally, agriculture happened to be the main source of 
income of the State and the nobles, which was dissipated on the construction of 
temples and other monuments, on expensive funerals and weddings and on the 
prosecution of wars. 

The Pre-Conditions for Take-off 

The second stage is a transitional era in which the pre-conditions Tor sustained 
growth are created. The pre-conditions for subsequent growth were created 
slowly in Britain and Western Europe, from the end of the 15th and the beginning 
of the 16th centuries, when the Mediaeval Age ended and the Modern Age 
began. The pre-conditions for take-off were encouraged or initiated by four 
forces: The New Learning or Renaissance, the New Monarchy, the New World 
and the New Religion or the Reformation. These forces led to ‘Reasoning’ and 

•W.W. Rostow. The Stages of Economic Growth, 1960. Also, the Process of Economic 
Growth, 19<»; Trends in the Allocation of Resources in Secular Growth. Cb. 15 io Economic 
Progress, (cd.) L.H. Dupriez A D.C. Hague, 1955; The Take-off into Seir Sustained Growth, 
m Aggrawal A Singh, op. clt.; •'The Stages of Economic Growth." Economic History Retie tr, 
August 1959. 
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‘Scepticism* in place of ‘Faith* and ‘Authority*, brought an end to feudalism and 
led to the rise of national states; inculcated the spirit of adventure which led to 
new discoveries and inventions and consequently the rise of the bourgeoisie—the 
elite—in the new mercantile cities. Thus these forces were instrumental in bringing 
about changes in social attitudes, expectations, structure and values. Generally 
speaking, the pre-conditions arise not endogenously but from some external 
invasion. For example, the pre-conditions ended in Europe (excluding Britain) 
with the domination of Napoleon Bonaparte whose victorious armies set in 
motion new ideas and attitudes which brought about changes in the structure of 
traditional societies and paved the way for the unification of Germany and Italy. 

In any case, the process of creating pre-conditious for take-off from traditional 
society follows along these lines: 

“The idea spreads that economic progress is possible and is a necessary 
condition for some other purpose, judged to be good; be it national dignity, 
private profit, the general welfare, or better life for the children. Education for 
some at least, broadens and changes to suit the needs of modern activity. New 
types of enterprizing men come forward in the private economy, in government, 
or both, willing to mobilize savings and to take risks in pursuit of profit to 
modernization. Banks and other institutions for mobilizing capital appear. 
Investments increase, notably in transport, communications and in raw materials 
in which other natioos may have an economic interest. The scope of commerce, 


internal and external, widens. And here and there, modern manufacturing 
enterprise appears, using the new methods.*’* 
h he pre-conditions for sustained industrialization, according to Rostow, have 
usually required radical changes in three non-industrial sectors: First , a build-up 
oniocial overhead capital, especially in transport, in order to enlarge the extent 
of the market, to exploit natural resources productively and to allow the State 
to rule effectively. 

Second, a technological revolution in agriculture; so that agricultural produc¬ 
tivity increases to meet the requirements of a rising general and urban population. 

Third, an expansion of imports, including capital imports,^nanced by efficient 
production and marketing of oatural resources for exports./ 

The continuous development and expansion of modeTn industry was mainly 
possible by the ploughing back of profits into fruitful investment channels. As 
Rostow says: “The essence of the transition can be described legitimately as a 
rise in the rate of investment to a level which regularly, substantially and 


perceptibly outstrips population growth." 

The role of social and political factors in creating the pre-conditions has 
already been explained in the beginning of this ‘stage*. But the political forces 
deserve further explanations with reference to underdeveloped countries and 


colonial territories. 

It was “reactive nationalism**—reaction against the fear of foreign domination 
which acted as a potent force in bringing about the transition. “In Japan it was 
the demonstration effect, not of high profits or new manufactured consumers* 
goods, but of the Opium War in China in the early 1840*s and Commodore 


•JWrf., pp.6-7. 
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Perry’s seven black ships, a decade later, that cast the die for modernization. 

But in the colonies, the policy followed by the colonial power to build up 
social overhead capital, ostensibly to meet its own requirements, helped in 
moving the traditional society along the transitional path. The spread of modem 
education brought about a gradual transformation in thought, knowledge and 
attitude of the people, and a growing spirit of nationalism started resenting the 
colonial rule. Lastly, under the influence of a powerful international demonstration 
effect, people wanted the products of modern industry and modem technology 
itself. 


The Take-off 

The take-off is the ‘great watershed’ in the life of a society “when growth 
becomes its normal condition .... forces of modernization contend against the 
habits and institutions. The value and interests of the traditional society make a 
decisive breakthrough; and compound interest gets built into the society’s struc- 
ture.’’ By the phrase compound interest Rostow implies ‘that growth normally 
proceeds by geometric progression, such as a saving account if interest is left to 
compound with principal.’ At another place, Rostow defioes the take-off “as an 
industrial revolution, tied directly to radical changes in the methods of produc¬ 
tion, having their decisive consequence over a relatively short period of time.’’ 

The take-off period is supposed to be short, lasting for about two decades. 
Rostow has given the following tentative take-off dates for those countries which 
are considered to be airborne. 

Country 
Great Britain 
France 
Belgium 
United States 

Germany 
Sweden 


Take-off 

Country 

Take-off 

1783-1802 

Japan 

1878-1900 

1830-1860 

Russia 

1890-1914 

1833-1860 

Canada 

1896-1914 

1843-1860 

Argentina 

1935 

1850-1873 

Turkey 

1937 

1868-1890 

India i 



China j 

1952 


related but necessary conditions: 

"(1) A rise in the rate of productive investment from, say, 5 per cent or less 
to over 10 per cent of national income or net national product* 

hiih ) ra , , h e‘of d ;:owT em * ^ °' SUbS ' an,ia ' a 

(3) the existence or quick emergence of a political, social and institutional 
framework whtch explo.ts the impulses to expansion in the modern sector and 
gives to growth an outgoing character.”* Let 
detail. 


us examine these conditions in 


(1) Rate 


10 P " C “' of ‘"conic. One of 


essential conditions for take-off is that the 


the 




in the economy. As Rostow explains* “If we file th*» n . ‘ - 

f “ —■ •'—■sty; 


'Ibid., p. 39. 
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wc assume, as is not abnormal, a population rise of 1-1.5 per cent annum it is 
clear that something between 3.5 and 5.25 per cent of NNP must be regularly 
invested if NNP per capita is to be sustained. An increase of 2 per cent per 
annum in NNP per capita requires, under these assumptions that something 
between 10.5 and 12.5 per cent of NNP be regularly invested. By definition and 
assumption, then, a transition from relatively stagnant to substantial regular rise 
in NNP per capita under typical population conditions, requires that the pro¬ 
portion of national product productively invested should move from somewhere 
in the vicinity of 5 per cent to something in the vicinity of 10 per cent. 4 
The typical case explained by Rostow is based on the supposition that the 
incremental capital-output ratio and the rate of population growth remain 
constant. It thus precludes the effects of increased labour force and improved 
technology on national income. However, during the take-off capital-output ratio 
tends to decline with the change in investment pattern and a rise in the propor¬ 
tion of net investment to national income takes place from 5-10 per cent, thus 
definitely outstripping the growth of population. 

(2) Development of Leading Sectors. Another condition for take-off is tne 
development of one or more leading sectors in the economy. Rostow regards the 
development of leading sectors as the ‘analytical bone structure* of the stages o 
economic growth. There are generally three sectors of an economy: 

(a) Primary Growth Sectors, where possibilities of innovation or of exploiting 
new or unexplored resources lead to a higher growth rate than in the rest of the 
economy. The cotton textiles of Britain and New England in the early stages of 
growth fall into this category. 

(b) Supplementary Growth Sectors, where rapid growth takes place as a conse¬ 
quence of development in the primary growth sectors. For example, the develop¬ 
ment of railways is a primary growth sector and the expansion of iron, coal and 
steel industries may be regarded as a supplementary growth sector. 

(c) Derived Growth Sectors, where growth takes place ‘in some fairly ■ 

relation to the growth of total income, population, industrial production or som 
overall modestly increasing variable.’* For example, the production of food and 
the construction of houses in relation to population. . . x . 

Historically, these sectors have ranged from textiles in Britain_and New 
England to railways in the United States, the USSR. Germany and France, to 

modern timber* cutting in Sweden. In addition, modern agriculture also forms 
part of the leading sectors. For example, the rapid growth of Denmark and New 
Zealand has been due to the scientific production of bacon, eggs, and butter and I 
mutton and butter respectively. Thus, “there is clearly, no one sectoral sequence ^ 
to take-off, no single sector which constitutes the magic key. 

Accord ing to R ostow, the rapid growth of the leading sectors depends upon 

the_Bieaeijcc of four basic factors : . 

Pint, there - must-be an increase in the effective demand of the.r products 
general ly brought ab out by dishoarding, reducing consumption, tmporting captt 

or by a sharp increase i n rea l incomss^_ „ .. __ 

-Second, Tww production function along with an expansion of capacity must 


'Ibid., pp. 32-53 and 57. 
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be introduced into these sectors. 


Third, there must be sufficient initial capital and investment profits for the 
take-off in these leading sectors. 

Lastly, these leading sectors must introduce expansion of output in other 
sectors through technical transformations. 

(3) Cultural Framework that Exploits Expansion. The last requirement for 
take-off is the existence or emergence of cultural framework that exploits the 
impulses to expansion in the modern sector. A necessary condition for this is the 
ability of the economy to mobilize larger savings out of an expanding income to 
raise effective demand for the manufactured products, and to create external eco¬ 
nomies through the expansion of leading sectors. As Rostow says, “Take-off 
requires the massive set of pre-conditions, going to tht heart of a society’s econo¬ 
mic organization, its politics and its effective scale of values_ It usually wit¬ 

nesses a definitive social, political and cultural victory of those who would 
modernize the economy over those who would either cling to the traditional 

society or seek other goals-By and large, it persuades the society to persist 

and to concentrate its efforts on extending the tricks of modern technology 
beyond the sectors modernized during the take-off.’’ 4 

The take-off stage is explained in Fig. 13.1. A'-axis represents NNP and Y- 
axis the amount of saving, net investment and capital. S is the saving schedule. 

A'oTo and K\Y\ are the curves of 
capital-output ratio drawn as down¬ 
ward sloping to simplify the figure. 
They arc drawn parallel to each other 
to indicate a constant capital-output 
ratio, /.*., OKolOYo=OKi/OYi. 
TYJY q Yi is the marginal capital- 
output ratio. 

To start with, the society has a 
very flat saving curve and a very 
steep capital^utput curve in the pre- 
take-off stage) It implies that people 
save little oYlt of their income and 
x xhc capital-output ratio is very 
high. In the time period 0, as O/ 0 
FIG. i3.i nel investment is made it tends to 



, . . , increase the capital stock which 

becomes productive m time period I and raises NNP to OY,. Then in the take¬ 
off stage when OIi (_ K,r,) investment takes place, some major stimulus leads 
to the growth of the productive capital more quickly leading to a fall in the 
capital-output ratio t0 T.YJY.Y,. As a resuU. the investment pattern changes 
ny ^Urr u,pu ' ra "° curve becomes flatter. It is TiY t . NNP increases to 

off "and if .h ra,S T e ' iDVes,m "” 10 0/ » (= y.T,). The economy has taken- 
ofl\ and f this pattern of growth is continued it will become self-sustained. 

Thus, the take-off is initiated by a sharp stimulus, such as the development of 


l tbid., p. 58. Italics mine. 
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a leading sector or a political revolution which brings an outgoing change in the 
production processes, a rise in proportion of net investment to over 10 per cent 
of national income outstripping the growth of population. 

Th Rostow definesU^s the period when a society has 

range of (then) modern technology to the bulk of its resources. It “ • «* rl ^“ 
long sustained economic growth extending well over four dccades New produc 
tion techniques take the place of the old ones. New leadtng sec o« are create* 
Rate of net investment is well high over 10 per cent of national income. And the 

economy is able to withstand unexpected shocks. ... . 

Rostow gives the symbolic dates for technological maturity of the following 

countries: _ . iq™ 

Great Britain 1850 Sweden 930 

United States 1900 Japan 940 

Germany 1910 ^sia 

France 19,0 Canada . , , 

When a country is in the stage of technological maturity, three significant 

Ch ^ 8 ”thfchar a a C c«er of working force changes. I, primarily becomes skOM. 
People prefer to live in urban areas rather than in rural. Real wages start rising 
St workers organize themselves in order to have greater economic and social 

^Second, the character of entrepreneurship changes. Rugged and hardworking 

TKtt w ass vsrsz - — 

something new leading to a further chaoge. 

r» sxsrz 

a welfare state by a more equitable distribution of national income through P 
gressive taxation, increased social security and leisure to theforking >*. Las,. 
decisions to create new commercial centres and leading p 

mobiles, houses, and innumerable electrically operated household devices e 

The tendency towards mass consumption of durable consumer goods^con^ 
nued full employment and the increasing sense of security has led g 

of population growth in such societies. 

Historically, the United States was the first to reach the age 8 
sumption in the 1920’s, followed by Great Britain 
Western Europe in the 1950’s and the Soviet Union after the death of Stalin. 
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Criticism of the Stages of Economic Growth 

“Rostow’s The Stages of Economic Growth is the most widely circulated and 
highly commented piece of economic literature in recent years. Economists are 
one in doubting the authenticity of the division of economic history into five 
‘stages of growth’ as presented by Rostow. Are these ‘stages’ inevitable like birth 
and death or do they follow a set ‘sequence’ like childhood, adolescence, matu- 
rity and old age? Can one tell with sufficient precision that one stage is complete 
and the other has begun? To maintain that every economy follows the same 
course of development with a common past and the same future is to over sche¬ 
matize the complex forces of development and to give the sequence of stages a 
generality that is unwarranted.”* Let us comment on these ‘stages’ in detail. 

(1) Traditional Society not Essential for Development. A number of nations 
such as the United States. Canada, New Zealand and Australia were born free of 
traditional societies and they derived the preconditions from Britain, a country 
already advanced. So it is not essential for growth that a country must pass 
through the first stage. 

(2) Preconditions may not Precede the Take-off. In the case of 'preconditions,* 
it is not necessary that they must precede the take-off. For example, there is no 
reason to believe that an agricultural revolution and accumulation of social over¬ 
head capital in transport must take place before the take-off. 

(3) Overlapping in the Stages. In fact, the experience of most countries tells us 
that development in agriculture continued even in the take-off stage. The take¬ 
off in the case of New Zealand and Denmark is attributed to agricultural 
development. Similarly, social overhead capital in transport, especially in railways 
has been one of the leading sectors in the take-ofT, as Rostow himself tells us. It 
shows that there is considerable overlapping in the different stages. 

(4) Criticism of the Take-off. The most widely discussed and controversial 
stage is the take-off. As Cairncross has stated: “The stage that has struck the 
public mind most forcibly is undoubtedly that of the take-off. Largely, no doubt, 
because the aeronautical metaphor-prolonged in the phrase ‘into self-sustained 
growth suggests at once an effortlessness and finality congenial to modern 
thought. The reactions of historians and economists have been less favourable. 
They have grown accustomed to emphasizing the continuity of historical change, 
to tracing back to a previous age the forces producing a social explosion and to 
explaining away the apparent leaps in economic development. They are inclined, 
therefore, to regard Rostow as a latter day Toynbee, stressing a discontinuity that 
is no more than symptomatic of the underlying forces at work and making the 
symptoms more decisive than they really were.” 7 

The Take-off Dates are Doubtful. Economic historians are sceptical about the 
take-ofT dates suggested by Rostow. The dates also vary from publication to publi¬ 
cation. For instance, the take-off year for India in the article The Take-off Into 
Self-sustained Growth was given as 1937, while in the latter publications it has 


o ?' M .' ^. C ' Cr ’ Uadtn * hsues in Development Economics. Prof Habakkuk in his review of 
ostow s ‘Stages’ wrote thai "the work is essentiallyao essay in classification which contains 
some ideas on how oak stage proceeds to the next, but they do not cohere into anything 

£ C i U d reasonab, y t* signified as aiheory of production.** Italics mine. 

A.K. Cairncross, op. cit., p. 138. 
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been put as 1952. In fact, it will take many years of research to determine the 
correctness or otherwise of the dates suggested by Rostow. 

Possibilities of Failure not Considered. According to Habakkuk “In his 
aeoronautical concept of growth, he (Rostow) ignored the bump downs and crash 
landings.” 

Further ‘the analysis of the take-off neglects the effect of historical heritage, 
time of entry into the process of modern economic growth, degree of backward¬ 
ness and* other relevant factors on the characteristics of the early phases of 
modern economic growth in the different countries.* 

Even the necessary conditions for take-off are not without limitations. 

(a) Growth Rate of Investment is Arbitrary. The first condition, of a rise in 
the rate of productive investment to over 10 per cent of national income is arbi¬ 
trary. As Das Gupta has remarked, “What is the sanctity about this particular 
percentage, except that with 10 per cent annual saving one may expect an econo¬ 
my to acquire a higher trend of per capita income unless the capital-output 
ratio and the rate of population growth are abnormally high. A demarcation 
along this line is surely arbitrary.” 8 Moreover, there is no historical data to justify 
a sharp increase in the saving-income ratio at the beginning of industrialization. 
On the contrary, this ratio has been increasing gradually as growth proceeded. 

(b) Some Specific Industries cannot be the Leading Sectors. The second condi¬ 
tion relates to the rapid development of leading sectors. Rostow has laid empha¬ 
sis on a limited number of leading sectors like textiles, railroads, etc. But economic 
growth has not always been governed by the development of a few leading sectors. 
Cairncross questions the utility of this idea in helping us understand the take¬ 
off. And there appears to be no basis on which to recognize a leading sector ex 
ante. He asks, “What connection is there between the conception and later stages? 
Why must the leading sectors be in manufacturing? If railway building can 
qualify, why not retail distribution or agriculture?” 9 

(c) Little Difference between the First and Third Condition. The last condition for 
take-off is the existence or emergence of a cultural framework which gives to 
growth an outgoing character. According to Rostow, the necessary condition for 
this is the 'capacity to mobilize capital, from domestic sources,’ and this is in fact 
nothing else but the first condition of take-off restated. Moreover, as Cairncross 
opines, “A definition in these terms tells us nothing about the factors at work 
since we can only deduce their existence from the fact of take-off, never the likeli¬ 
hood of take-off from the ascertained fact of their existence.” 10 

(5) The Stage of Drive to Maturity Puzzling and Misleading. It contains all 
the features of the take-off—rate of net investment over 10 per cent of national 
income, development of new production techniques, leading sectors and institu¬ 
tions. Then where lies the need for a separate stage where the growth process 
becomes self-sustained. It can be self-sustained even in the take-off stage. In fact, 
as observed by Kuznets, no growth is purely self-sustaining or self-limiting. The 
characterization of one stage of growth as self-sustained and of others, by implica- 


*A.K. Dasgupta, Planning and Economic Growth, p. 58. 
* Op. dt. t p. 142. 

“ibid., p. 143. 
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tion, as lacking that property, requires substantive evidence and analysis not pro¬ 
vided by Rostow." 11 

(6) The Stage of High Mass Consumption not Chronological. The age of high 
mass consumption is so defined that certain countries like Australia and Canada 
have entered this stage before even reaching maturity. According to one critic, 
“the period of mass-consumption is nothing else but minus its ideological overtone.” 

Importance and Limitations of Take-off for Underdeveloped Countries 

Importance. The concept of take-off is ideally suited for the industrialization 
of underdeveloped countries. As Dasgupta has written, "The term lacks preci¬ 
sion and yet it is suggestive and can be given interpretation which is useful for an 
understanding of the process of economic development of an underdeveloped 
country. It is indeed the vagueness of the term that gives it strength for one can 
put an interpretation upon it to suit the conditions of the economy in which one 
is interested.” 1 * 

Of the three necessary conditions for take-off, the first two, namely capital 
formation over 10 per cent of national income and the development of one or 
more leading sectors, are helpful in the process of industrialization of under¬ 
developed countries. So far as the first condition is concerned, there can be little 
doubt about achieving that percentage. But the second condition can be moulded 
to suit a country’s environments. For instance, the leading sectors can be in 
agriculture or in the production of primary products for exports. The last condition 
is more important in the context of underdeveloped countries where monetary 
and political institutions, and skills and technology are at a low level whereby 
they retard the expansion of the modern sector. 

Limitations 

From the stand-point of underdeveloped countries the take-off has the follow¬ 
ing limitations. 

Capital-output Ratio not Constant. In calculating the aggregate capital require¬ 
ments of underdeveloped countries Rostow takes a constant capital-output ratio. 
This implies constant returns to scale. This assumption is valid in the case of 
advanced economies. But underdeveloped economies are characterized by the 
predominance of agriculture and primary production. Given unchanged techniques 
and increasing population, their natural resources result in conditions of diminish¬ 
ing returns to scale for the expansion of the economy as a whole.** 

Silent Over the Removal of Unemployment. Dasgupta regards the ‘elimina¬ 
tion of an accumulated backlog of unemployment’ as 'the minimum that the 
take-off must accomplish’ in an underdeveloped economy. According to him, 
"once full employment is secured the economy is raised to a level where growth 
is self-sustained and spontaneous .” Taking India’s case, he says, “Judged by the 
employment criterion, despite all the investment that has taken place over the 
period, our economy seems to be receding Therefore, it is imperative for an 


''In G.M., Meier, op. cit. 
l, Op. clt., p. 156. 

“H. Myint, The Economics of the Developing Countries, 1964. 
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over-populated country to have the elimination of unemployment as one of the 

C °Sm.n.of r A a mS.y. Besides, there is an element of ambiguity.in this concept 
of take-off when applied to an underdeveloped country. During the take off 
investment increases with a rise in the national income without reducing he 
average propensity to consume. Technically speaking, there is an excess of the 
•marginal' rate of saving over the average rate of saving, so that ihe average ra^e 
keeps on rising . . . (and) the final level is characterized by a constant, though 
high, S average rate of savings." To Dasgupta. "This does no, seem to J . J.n*bte 
interpretation. For even in a highly developed economy the average rate saving 

"r DevX’p™n,” no, Spontaneous. The concept of take-off suggests an 
element of spontaneity which is of little significance in the context of an under^ 

. \ a Rut "a take-off is not an instantaneous process. It is an 

exercise'that requires time and from which, after a certain speed has been attained 

and a portion of the runaway used up. there is no turning back or even safe 

'^Aeronautlcal Concep, no, Correct. Professor Bicanic. however, doe. no, agree 
wii the symbolical presentation of the take-off. because it appear, to him like a 

Sfi-•—S f bas, 

C creep over " one Ay over it. 1, is no, a take-off bu, a very painful process 
which every underdeveloped country has to go through. 

ing of saving and investing ratio rom S per ° 1 , J lca \ transi- 

national income and maintaining it for '-oormorede ^ ^ of invesl . 

tional stage of self-sustained growth. In India 1960 P ^ )Q ^ ^ ccn( jn 
ment to national income increased from 5.5 per cent ccnt l0 

1964-65 and the ratio of domestic savings to rnational income f rom ^ ()9J2 
10.5 per cent. Thus. India which entered the ‘ ake '°^ 8 . , 964 . 65 

according to Rostow). can be definitely said to have t.ken-off.nthe year 
when both the saving and investment ratios were above 10 per cen^. ^ 

sectors tartf’eSIlSy "bJwjSm 'be 

the index of industrial production, (with 1956 as the base) fro 

si- ^ 

generated the cultural framework that lead, to the expans on of the m 
sector. The skills and attitudes of the people are ^ dc ' 8 °‘" 8 ^ v B ' S ^ cicncy 
technology is permeating the traditional society and the adm.n.stra 

••John P. Lewis. Quiet Crises In India. 

“Bicanic, R., in Paths to Economic Growth, (ed.) A. Dili*. 
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and honesty have been showing signs of improvement 

But there is no hard-and-fast rule for the presence of all the three conditions 
for take-off. Nor should one jump to the conclusion that India has definitely taken- 
off during the Third Plan on the basis of the existence of the three Rostowian con¬ 
ditions. It appears that India has tried a premature take-off. Professor Myint warns 
that a premature attempt at take-off “can result not only in wastages of scarce 
resources wrongly or inefficiently invested but also in a sense of disappointment 
and frustration which may have far-reaching psychological and political conse¬ 
quences.” This has actually happened in the case of the Indian economy. Between 
1950-51 and 1964-65, India’s net national income (at 1960-61) increased at a com¬ 
pound rate of 3.8 per cent per annum from Rs 9,850 crores to Rs 16,630 crores 
but per capita income in real terms increased at an annual average rate of 1.8 per 
cent, the rate of population growth being 2.5 per cent per year. Coifpled with these 
trends is the existence of inflationary pressures in the economy which cast serious 
doubts about India having attained the take-off stage. In the last year (1965-66) 
of the Third Plan, national income declined by 5.6 per cent. Per capita real 
income in 1965-66 was almost the same as in 1960-61. Recession in the economy 
during 1966-68 made matters still worse. As revealed by the Estimates Committee 
of the Lok Sabha in its nioth report, there was nearly 80 to 90 per cent of un¬ 
utilized capacity in some industries in 1965-66 and even in the case of priority 
industries, idle capacity was 40 per cent. Further the rate of domestic savings 
declined from 10.5 per cent in 1965-66 (at 1960-61 prices) to 8.2 per cent in 
1966-67 and to 8 per cent in 1967-68. In real terms, it would be even below the 
pre-Plan period. 

The Third Plan was conceived as “the first stage of a decade or more of inten¬ 
sive development leading to a self-reliant and self-generating economy.” It aimed 
at raising net investment from 11 per cent in 1960-61 to 14-15 per cent of national 
income and that of domestic savings from 8 per cent in 1960-61 to 11.5 per cent 
of national income by the end of the Thiid Plan. But the Third Plan failed to 
bring about the required rates of growth in savings and investment. Savings rose 
from 8 to 10.5 per cent and investment from 11 to 13 per cent. Three consecutive 
crop failures plunged the economy ioto a morass. An era of Annual Plans ensued. 
The Draft Fourth Plan was scrapped and postponed However, it can be concluded 
in terms of Rostow’s main condition of a rise in the proportion of net investment 
to over 10 per cent, that the Indian economy had taken-off during the Third Plan. 
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LEWIS’ THEORY OF UNLIMITED SUPPLIES 

OF LABOUR 


THE LEWIS THEORY 

T VO Sector Economy. Professor W. Arthur Lewis has developed a very sys¬ 
tematic theory of "Economic Development with Unlimited Supplies of Labour. 
like the classical economists, he believes that in many underdeveloped countr.es 
an unlimited supply of labour is avaUable at a subsistence wage. Econo™.deve¬ 
lopment takes place when capital accumulates as a result of ,he ° f 

surplus labour from the '‘subsistence" sector to the capitalist sector. The 
capitalist sector is 'that part of the economy which uses reproducible capital and 
pays capitalists for the use thereof.' It employs labour for wages m rames fac. 
tories. and plantations for earning profits. The subsistence sector is that part of 
the economy which does not use reproducible capital. In th.s sector, output per 

head is lower than in the cap.talist sector. .... #K _ rv nrrfectlv 

Lewis starts hit theory with the assertion that the classical theory of perfectly 

elastic supply, of labour at a subsistence wage holds m *it*\ 0 
of underdeveloped countries. Such economies are <m°P"fe»d^elat.ve^ to 
capital and natural resources so that the marginal producliv y of labour s negl p 
ble, zero or even negative. Since the supply of J " b ° Ur , ’ S “' l f. d '“Thcc urrem 
can be established or existing industries expande wi current wage is 

wage by drawing upon labour from the subsis *«*«■*£main 
what labour earns in the subsistence sector. M.. the subsistence w «• 

sources from which the casuals, the petty 

and population growth." But the j boUlcacck - a temporary bottle- 

Lewis argues that skilled labour is only & <1 ... . . unskilled workers, 

neck—which can be removed by providing training faa Uutsto ^ wag e 

Capitalist Surplus. Now the question is what 
at which the surplus labour i, available precise. 

It depends upon the minimum earrungs req » ducl 0 f the worker iu the 

the wage level cannot be less th ^ tbi ^ farmers arc to pay 

subsistence sector. It may. ^TfeeUhafpsychic disutilities of leaving home 
r ZF&FZiSZ SmkJL sector set a floor to wage in the 

-MiHiichrfl hv W A. Lewis in ihe Manchester School, May, 
‘This is the tide of an article publish y • A| -Unlimited Labour": 

1954. Reprinted in Aggrawal and S.ngh, op. e/r. PP- 40(M49. A. 

Further Notes, The Manchester School, January, 195 . 



118 THE BCONOMICS OF DEVELOPMENT AND PLANNING 


capitalists sector/’ yet in practice capitalist wages are more than 30 per cent* 
higher than subsistence wages'due to: (a) a substantial increase in the output of the 
subsistence sector which by raising real income might induce workers to ask for 
a higher capitalist wage before offering themselves for employment; (6) if with 

the withdrawal of labour from the 
subsistence-sector total product remains 
the same, the average product and 
hence the real income of those remain¬ 
ing behind will rise and the withdrawn 
workers might insist on a higher wage 
in the capitalist sector; (c) the high 
cost of living and some humanitarian 
consideration may move the employers 
to raise the real wage, or governments 
may encourage trade unions and sup¬ 
port their wage-bargaining efforts. The 
supply of labour is, however, con- 
QUANTITY OF IABOUA jidered tQ ^ perfect , y e|as|ic at the 

F,G - l4 - 1 - existing capitalist wage. Since the mar¬ 

ginal productivity of labour in the capitalists sector is higher than the capitalist 
wage this results in capitalist surplus. 

Capital Formation Depends on Capitalist Surplus. This surplus is reinvested in 
new capitalist assets. Capital formation takes place and more people are employed 
from the subsistence sector. The process continues till the capital-labour ratio 
rises and the supply of labour becomes inelastic. Thus, capital formation depends 
on the capitalist surplus. In Lewis* words, “The key to the process is the use 
which is made of the capitalist surplus. Insofar as it is reinvested in creating 
new capital, the capitalist sector expands taking more people into capitalist 
employment out of the subsistence sector, the surplus is then larger still, capital 
formation is still greater and so the process continues until the labour surplus 
disappears.” The Lewis theory can be explained with the help of the Fig. 14.1. 
The horizontal axis OX measures the quantity of labour employed and the verti¬ 
cal axis OY t its wages and marginal product. OS represents average subsistence 
wage in the subsistence sector, and OW the capitalist wage. At OW wage in the 
capitalist sector, the supply of labour is unlimited, as shown by the horizontal 
supply curve of labour WW. In the beginning, when ON\ labour is employed in 
the capitalist sector, its marginal productivity is PiQi and the total output of 
this sector is OP\Q\N\. Out of this, workers are paid wages equal to the area 
OWQ\N\. The remaining area WP\Qi shows surplus output. This is the capitalist 
surplus or total profit earned by the capitalist sector. When this surplus is rein¬ 
vested, the curve of marginal productivity shifts upwards to P t Q t . The capitalist 
surplus and employment are now larger than before being WP t Q t and ON% 
respectively. Further reinvestments raise the marginal productivity curve and the 



*in the 195H article, Lewis estimated a gap of 50 per cent. In fact, the size of this margin 
cannpt be precisely stated and will vary with local circumstances. 
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level of employment to P,Q, and ONz and so on, till the entire su'plua Uhour is 
absorbed in the capitalist sector. After this, the supply curve WW will slope from 
left to right upwards like an ordinary supply curve, and wages and employment 

will continue to rise with development. 

Thus, capital is formed out of profit tamed by the capitalists, fording 
Lewis if technical progress is capital-saving, it may be considered •»“«*« 

tends to raise profits and increase employment in the ca P' ,al, ^ , s “ t ° r - 
Role of the State and Private Capitalists. “The central problem in the theory 
Role of the 1 &«« « „ .. Uwis .. is l0 understand the process by 

Issss 

countries Wlth vc about 40 per cent of the national income. The wage and 

income save who receive abo P naliona i income. But the dominant 

classes consisting onand ords tra ^,^ h ^y in productivc investm ents. I, ,s. 

engaged in prodigal consumpt priva[e capitalists who create capital 

therefore, the state capitalist and indigenous pr,va«^ p ^ ^ ^ ^ 

out of profits earned. Thesi fc* iaUy something that widens the market, 

emergence of new opp ■ J P hich y great | y increases the productivity 

associated with some “* . * q surpUlI . Th ® sl ate capitalist, on the other hand, 

of labour, and hence^e **Pi| h# P ihe privaW C apiulist. since he can use 
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formation is a very different kettle of fish. It is self-destructive. Prices begin to 
rise but are sooner or later overtaken by rising output, and may, in the last state, 
end up lower than they were at the beginning.” Lewis illustrates this point with 
an example. “Suppose that an investment of £100 a year yields £20 a year profit, 
of which £10 a year is saved. Then, if capitalists invest an extra £100 a year, all 
of which in the first year is financed out of credit by the eleventh year profits v/ill 
be £200 a year greater, savings will be £100 a year greater and there will be no 
further monetary pressure on prices. All that will remain from the episode is 
that there will be £1,000 more useful productive capital at work than there would 
have if the credit creation had not taken place.” 

The inflationary process also comes to an end “when voluntary savings increase 
to a level where they are equal to the inflated level of investment.” As capital 
formation is taking place all the time, output and employment rise continuously 
and so do profits. Since higher profits lead to higher savings, a time will come 
when savings increase so much that new investments can be financed without 
recourse to bank credit. 

This analysis also applies to the government which receives back the inflation- 
financed money in the form of taxes. Secondly, when national income increases 
with rising output, it is not required to resort to deficit financing. Given abundant 
labour and scarce physical resources, the effect of capital formation either through 
taxation or credit creation is the same on output. Since backward economies arc 
faced with unlimited supplies of labour, the Lewis theory is primarily concerned 
with this problem. 

End of the Growth Process. The theory shows that “if unlimited supplies of 
labour are available at a constant real wage, and if any part of profits is rein¬ 
vested in productive capacity, profits will grow continuously relatively to the 
national income and capital formation will also grow relatively to national 
income.” But the process of growth cannot go on indefinitely. It must come to a 
halt. Lewis suggests the following ways: (a) if as a result of capital formation no 
surplus labour is left; (b) if the capitalist sector expands so rapidly that it reduces 
absolutely the population in the subsistence sector, the average productivity of 
labour rises in the latter sector because there are very few people to share the 
product and so the capitalist wage rises in the former sector (in the diagram SS 
and W\V will shift upwards and reduce profits); (c) if as a result of the expansion 
of the capitalist sector relatively to the subsistence sector, the terms of trade turn 
against the former with rising prices of raw materials and food, the capitalists 
will have to pay higher wages to the workers; (d) if the subsistence sector adopts 
new techniques of production, real wages would rise in the capitalist sector and 
so reduce the capitalist surplus; and lastly , if the workers in the capitalist sector 
imitate the capitalist way of life, and agitate for higher wages and if successful in 
raising their wages, the capitalist surplus and the rate of capital formation will be 
reduced. 

In Open Economy. When the process of growth is adversely affected by any of 
these factors, capital accumulation can continue by encouraging mass immigra¬ 
tion or by exporting capital to such countries as possess abundant labour at 
subsistence wage. Both these possibilities are, however, ruled out by Lewis him- 
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self. First, mass immigration of unskilled labour is not possible because other 
countries with higher wages do not allow it. Second, the export of capital means 
the excess of imports over exports and an adverse balance of payments. If the 
cost of imported goods is high, money wages cannot be reduced. The appli¬ 
cation of this theory to underdeveloped countries will, therefore, create balance 
of payments difficulties. Thus Lewis suggests strict exchange control measures for 

such economies. 

A Critical Appraisal 

The Lewis theory is applicable to overpopulated underdeveloped countries 
under certain set conditions. Its applicability is. therefore, circumscr.bed by its 
assumptions which are the bases of criticisms discussed below: 

1. Every UDC does not have an Unlimited Supply of Labour. Lewis assumes an 
unlimited supply of labour in underdeveloped countries, but this assumption is 
unrealistic in the case of many 
countries of South America and 
Africa which arc sparsely populated. 

2. Wage Rate not Constant in the 
Capitalist Sector. The theory 
assumes a constant wage rate in the 
capitalist sector until the supply of 
labour is exhausted from the sub¬ 
sistence sector. This is unrealistic 
because the wage rate continues to 
rise over time in the industrial sector 
of an underdeveloped economy even 
when there is open unemployment in 
its rural sector. 

3. Not Applicable if Capital 
Accumulation is Labour Saviog. 

Lewis assumes that the capitalist quantity Of labour 

surplus is reinvested in productive FIG- 14.2 

capital. But if the productive capital 
happens to be labour-saving, it would not absorb labour and the theory 
breaks down. This is shown in Fig. 14.2 where the curve P 2 has a greater 
negative slope than the curve Pi, thereby showing labour-saving technique, witn 

the shifting of the marginal productivity curve upwards from FiLi to P 2 L t , me 

total output has risen substantially from OP\Q\N\ to OPiQiHi. But the tota 
wage bill OWQ x N\ and the labour employed ONi remain unchanged. 

4. Skilled Labour not a Temporary Bottleneck. Given an unlimited supply ot 
labour, Lewis assumes the existence of unskilled labour for his theory. Skilled 
labour is regarded as a temporary bottleneck which can be removed by providing 
training facilities to unskilled labour. No doubt skilled labour is in short supply 

in underdeveloped countries but skill-formation poses a serious problem, as it 

takes a very long time to educate and train the multitudes in such countries. 

5. Lack of Enterprise and Initiative. The Lewis theory is based on the assump- 
iton that a capitalist class exists in underdeveloped countries. In fact, the entire 
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process of growth depends on the existence of such a class which has the necessary 
skill to accumulate capital. In reality such enterprise and initiative is conspicuous 
by its absence in the majority of underdeveloped countries. 

6. Multiplier Process does not Operate in UDC. Again, the theory assumes 
that capital accumulation takes place when the capitalist class continues to rein¬ 
vest profits. It, therefore, presupposes the operation of the “investment multiplier*’ 
which is not applicable to underdeveloped countries. 3 For if profits are reduced 
somehow or the prices of wage goods rise, the process of capital formation will 
stop before all the surplus labour is absorbed. 

7. Neglects Total Demand. In analysing his dual economy theory, Lewis does 
not study the problem of aggregate demand. He assumes that whatever is 
produced in the capitalist sector is either consumed by itself or is exported. He 
does not even analyse the possibility of the capitalist sector selling its products 
to the subsistence sector. In case, it so happens, the growth process may come 
to a halt much earlier through an unfavourable terms of trade or the subsistence 
sector adopting new techniques of production to meet the expanding raw mate¬ 
rial demand of the capitalist sector. 

8. Mobility of Labour not so Easy. Higher capitalist wage will not lead to the 
movement of surplus labour from the subsistence sector to the capitalist sector. 
People are so intensely attached to their family and land that they do not like to 
leave their kith and kin. Moreover, differences in language and custom, the 
problems of congestion, housing and high cost of living in the capitalist sector 
stand in the way of mobility of labour to this sector. This is the main weakness 
of the theory. 

9. Marginal Productivity of Labour not Zero. Schultz does not agree that the 
marginal productivity of labour in overpopulated underdeveloped countries is 
zero or negligible. If it were so, the subsistence wage would also be zero. The 
fact is that every worker receives the subsistence wage, may be in kind, if not in 
cash. It is, therefore, difficult to find out the exact number of surplus labourers' 
who are to move to the capitalist sector. 

10. Productivity fulls with Migration of Labour from the Subsistence Sector. 
Lewis assumes that when the surplus labour is withdrawn from the subsistence 
sector to the capitalist sector, the agricultural production remains unaffected in 
the subsistence sector. But the fact is that withdrawal of workers from the farms 
will reduce output. As pointed out by Schultz, there is no evidence for any poor 
country anywhere that would suggest that a transfer of even some fraction, say, 
5 per cent of the existing labour-force out of agriculture, with other things equal, 
could be made without reducing its production.” 

11. Low Income Groups also Save. It is not correct to say that only 10 per cent 
of the people save. In fact, as Lewis himself admits in the case of Japan, people 
with low income also save in underdeveloped countries. In such countries, low 
income groups save due to social reasons, whereas high income groups save less 
because they spend more under the influence of the demonstration effect. 

12. Inflation not Self-Destructive. Lewis’ view that inflation for the purpose of 
capital formation is self-destructive is difficult to believe in the face of acute 

•Sec Chapter on “Keynesian Theory of Development.” 
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shortage of consumer goods. Production of consumer goods fails to increase 
rapidly due to structural rigidities. On the other hand, the marginal propensity 

to consume of the people is near unity, so that all increases in income lead to 

inflationary rise in prices. .... 

13 Inefficient Tax Administration. Lewis’ contention that taxation will mop up 
increasing income cannot be accepted because the tax administration in under¬ 
developed countries is not so efficient and developed as to collect taxes sufficient 

enough for. capital accumulation. 

Conclusion. Despite these limitations, the Lewis theory has the outstanding 
merit of explaining in a very clear-cut way the process of development This two 
lector theory has great analytical value. It explains how low capital formation 
takes place in underdeveloped countries which have plethora of labour and 
scarcity of capital. His study of the problems of credit inflation, populat.on 
growth, technological progress, and international trade gives the theory a touch 
of realism. 



Chapter 15 


LEIBENSTEIN’S CRITICAL MINIMUM 
EFFORT THESIS 


LEIBENSTEIN*S THEORY 

f PROFESSOR Harvey Leibenstein 1 has developed the thesis that underdeve- 
^ loped countries are characterized by the vicious circle of poverty that keeps 
them around a low income per capita equilibrium state. The way out of this 
impasse is a certain "critical minimum effort” which would raise the per capita 
income to a level at which sustained development could be maintained. "In order 
to achieve the transition from the state of backwardness to the more developed 
state where we can expect steady secular growth it is a necessary, though not 
always sufficient, condition that at some point, or during some period, the eco¬ 
nomy should receive a stimulus to growth that is greater than a certain critical 
minimum size.” 

According to Leibenstein, every economy is subject to "shocks” and "stimu¬ 
lants.” A shock has the impact of reducing per capita income initially; while a 
stimulant tends to increase it. Certain countries are underdeveloped because the 
magnitude of the stimulants has been small and that of shocks large therein. It 
is only when the income-raising factors are stimulated much beyond the income- 
depressing factors that the critical minimum is reached and the economy would 
be on the path to development. \ 

Population Growth a Function''of Per Capita Income. Leibenstein’s thesis is, 
however, based on the empirical evidence that the rate of population growth is a 
function of the level of per capita incom}. It is closely related to the different 
stages of economic development. To start with, at the subsistence equilibrium 
level income, fertility and mortality rates are the maximum consistent with 
survival rate of population.(if the per capita income is raised above the subsis¬ 
tence equilibrium position, the mortality rate falls without any drop in the ferti¬ 
lity rate. The result is an increase in the growth rate of population. Thus, an 
increase in per capita income tends to raise the growth rate of population. It is 
only up to a point. Beyond that the increase in the per capita income lowers the 
fertility rate and as development gains momentum, the rate of population growth 
declines.\Thc Leibenstein argument is based on Dumont’s "Social-capillarity 
thesis," which states that with the increase in per capita incomes, the desire to 
have more children to supplement parental incomes, declines. Increased speciali¬ 
zation following rising income levels and the consequent social and economic 
mobility make it a difficult and costly affair to rear a large family. Therefore, 

’Harvey Leibenstein. Economic Backwardness and Economic Crov:th —Studies in the Theory 
01 Economic Development 1957. Especially Chapters 8, 9, 10 and 12. 
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the growth rate of population becomes constant and then starts declining gradually 
as the economy advances toward the path of sustained development, as has 
happened in the case of Japan and Western countries. There is, according to 
Leibenstein, a biologically determined maximum growth rate of population 
between 3 and 4 per cent. In order to overcome this population hump, the neces¬ 
sary critical minimum effort should be large enough{This is discussed with the 

help of his diagram as given in Fig. 15.U’ 

The curve AT measures the level of per capita income which generates a level of 

national income growth equal to the 
growth rate of population. The curve P 
indicates the rate of population growth at 
each level of per capita income. Starting 
from point a which represents the subsis¬ 
tence equilibrium point where there is 
absence of population and income growth, 
if the per capita income is raised to y*, 
both the population and income growth 
rates are 1 per cent. At the y e level of per 
capita income, the rate of population 
growth is higher than the rate of national 
income growth i.e., y«g>y«C, the former 
is 2 per cent while the latter is 1 per cent. 

Therefore, the per capita income level should be so raised as to increase the 
national income by more than the rate of population growth. This is only possi¬ 
ble after y, level of per capita income whence the rate of population growth 
starts declining—point e the maximum biologically determined growth rate of 
population 3 per cent assumed by Leibenstein, y, is thus the critical minimum per 
capita income level to generate the process of sustained economic development. 

In the case discussed above, the level of per capita income is an income- 
increasing force whereas the rate of population growth induced by the former 
acts as a depressing factor. For sustained development, it is imperative that the 
initial investment effort must be above a certain minimum level so as to generate 
a sufficiently large per capita income level in order to overcome autonomous or 
induced income-depressing forces. But the critical minimum effort need not be 
made all at once, according to Leibenstein. It may, however, be more effective, 
if it is broken up into a series of smaller efforts of which the applications to t e 
economy are optimally timed. Leibenstein’s critical minimum effort thesis is cx 
plained in Fig. 15.2 (his Fig. 8.10). 

In this figure, 45° line measures induced increases and decreases in per capita 
income. The curve xix x represents all the per capita income-raising forces and 
the curve Z\i\ the per capita income-depressing forces. If the stimulants raise per 
capita income from the equilibrium level Oe to Om, the income-raising forces, 
thus, generated will raise the per capita income level by "a. But at this eve , 
the income-depressing forces bf are greater than the income-raising forces oj 
which will, therefore, generate the downward path abed, until it reaches e 
equilibrium position E. It is only when the invesment programme raises the per 
capita income to Ok level that the path of sustained growth starts. Thus, i c 


i 



Rate of Population Growth or Q 
of National income Growth 

FIG. 15.1 
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per capita income level in a period is raised to Ok, the income-raising forces 

generated will raise the income level to 
sG which will in turn generate the path of 
endless expansion of per capita income as 
shown by the arrows rising above G. 
Raising the per capita income to Ok level 
and beyond point G is the critical mini¬ 
mum effort case. It should be noted that 
Leibenstein regards the critical minimum 
effort as “a minimum mlnlmorum of all 
possible efforts that would lead to sus¬ 
tained real income growth” involving 
“an optimum time pattern of expenditure 
of effort.” 

Other Factors. Besides population growth, there arc also other factors that 
necessitate the taking up of a critical minimum effort. They are internal dis¬ 
economies of scale due to indivisibilities of the factors of production, external 
diseconomies due to external interdependencies, cultural and institutional barriers 
that exist and persist in underdeveloped countries. To overcome these depres¬ 
sants, a sufficiently large minimum effort is required at the very outset. But this 
cannot be at the subsistence income level. For it is a well-known fact that the 
expenditures at the subsistence income level in underdeveloped countries are for 
current consumption. The few rich indulge in conspicuous consumption as a 
consequence of the demonstration effect. Little is spent in productive channels. 
Nothing can be done for the creation of new capital and the expansion of the 
human productive skills and capacities. Thus the critical minimum effort should 
be much above the subsistence income level to generate the path of sustained 
economic development. 





PER CAPITA INCOME AND 
INDUCED INCOME GROWTH 

FIG. 15.2 


Growth Agents. The rationale of the critical minimum effort thesis rests on 
the existence of certain favourable economic conditions so that the income- 
increasing forces expand at a rate higher than the income-depressing forces. In 
the development process such conditions are created by the expansion of the 
"growth agents.” They are the quantum of capacities residing in the members of 
the population to carry out growth contributing activities.” The typical growth 
agents arc the entrepreneur, the investor, the saver, and the innovator. The 
growth-contributing activities result in the creation of entrepreneurship, the 
increase in the stock of knowledge, the expansion of the productive skills of the 
people and the increase in the rate of saving and investment. 

IocenCiTes. According to Leibenstein, “whether or not the growth agents ex¬ 
pand will depend on the anticipated outcome of such activities, the actual result 

^ fUr,ber ex P ansion or contraction generated by the 
Q r: : f , ':r ,ICIpatl0n ' ,he aclivities and the "a**-” The incentives are 
£‘*° lv 7*! j£ e S e '°'T wcea,ives which d ° not raise national income but 
exnaminn „r U "| Ve eff0r,; lh ' Po^'lre-sum incentives that lead to the 
activh-lead ' ,DCOme -j' iS apparent ,hat on ‘y ,he P 0 sitive-sum type of 
countries , t f° n0ra,C develo P m cnt. But conditions in underdeveloped 
are such that entrepreneurs are engaged in zero-sum activities/They are 
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the non-trading activities for securing a greater monopolistic position, political 
power and social prestige; the trading activities leading to a greater monopolistic 
position that do not add to aggregate resources; the speculative activities which 
do not utilize savings but do waste scarce entrepreneurial resources; and finally, 
such “activities that do use up net savings, but the investments involved are in 
enterprises of such nature that their social value is either zero, or their social 
value is very much lower than their private value.** Thus, the zero-sum activities 
are not real income creating activities but simple transfers of liquidity from some 
holders to others. On the other side, the positive-sum activities which are essen¬ 
tial for economic development have a limited scope in stagnant underdeveloped 
economies. Even if some entrepreneurs undertake real investment projects in 
anticipation of profits, their positive-sum activities will degenerate and ^e direct¬ 
ed towards zero-sum activities in the absence of net growth in the economy. It is, 
therefore, necessary that the minimum effort should be sufficiently large to create 
an environment congenial to the persistence of positive-sum incentives. 

But in underdeveloped economies there are certain influences averse to change 


that tend to depress per capita incomes. They are: (i) "the zero-sum entrepre¬ 
neurial activities directed towards the maintenance of existing economic privile¬ 
ges through the inhibition and curtailment of potentially expanding economic 
opportunities; (//) the conservative activities of both organized and unorganized 
labour directed against change; (HI) the resistance to new knowledge and ideas, 
and the simultaneous attraction of classical knowledge and old ideas; (iv) increase 
in “essentially non-productive** conspicuous public or private consumption ex¬ 
penditures that use resources that could otherwise be used for capital accumula¬ 
tion; and (v) population growth and the consequent labour force growth that 
has the effect, other things being equal, of diluting the amount of capital availa¬ 
ble per worker,*’ and lastly . a high capital-output ratio. 

To overcome these influences which keep the economy in a state of economic 
backwardness, a sufficiently large critical minimum efTort is required to sustain a 
rapid rate of economic growth which should stimulate the pos.t.ve-sum incentives 
and create forces for counteracting zero-sum activities. As a result ot fnc critical 
minimum effort, the per capita income would rise and tend to increase the leve, 
of saving and investment, which in turn, would lead to: (a) an expansion of t 
growth agents; (b) an increase in their contribution to per unit of capital as tn 
capital-output ratio declines; (c) a decrease in the effectiveness of factors inhibit¬ 
ing growth; (d) the creation of social and environmental conditions that promote 
social and economic mobility; (e) increased specialization and the expansion of 
secondary and tertiary sectors, and lastly, “the development of an atmosphere 
that leads to changes is more conducive to economic and social chan 8«- 
especially an environment that leads to eventual fertility decline and an 
decline in the rate of population growth." ... a , 

Lelbenstein’s Projections. Leibenstein has also estimated the size of the critic 
minimum effort in the case of an underdeveloped economy with a slatting. P°P 
tion of one million. His calculations with regard to fertility and mo ' la '''* 
are based on life expectancy and confirm with those of underdeve ope 
in actuality. Projections la and 26 are based on constant fertility and 
mortality rates showing steadily increasing rates of population growt oug 
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decreasing rates. This is a plausible case for the majority of underdeveloped 
countries including India. In five of the projections fertility decline sets in after 
30 years, while in the case of projection 6a after 10 years. The required rates of 
net investment for different projections based on the above assumptions are 
calculated with the two capital-output ratios of 3 : 1 and 5 : 1. We take only 
projection 4b which appears to apply to those underdeveloped countries which 
hope to check the growth rate of population as the development process gains 
momentum and is in keeping with the critical minimum thesis of Leibenstein. 
With the annual rate of population growth at 2.03 per cent, the capital-output 
ratio 3:1, the required rate of investment is 13.2 per cent for the first five-year 
period. In the 25th-30th year the population growth rate is the maximum, 2.42 
per cent, which requires an investment of 14.5 per cent. Then the population 
starts declining, and in the 50ih-55th years it is 1.49, thus requiring an investment 
of 13.08 per cent. The required annual rates of national income growth during 
these periods are 4.40, 4.84, and 4.36 respectively. 

A Critical Appraisal^ 

In the Preface to his book, Leibenstein writes that his "aim has been explana¬ 
tion and understanding—not prescription'* But like Rostow's ‘take-offstage,’ his 
"critical minimum effort thesis" has caught the imagination of economists and 
planners in underdeveloped countries and is regarded as a prescription to economic 
backwardness. The Leibenstein thesis is more realistic than Rosenstein-Rodan’s 
"big push" theory. Giving a big push to the programme of industrialization all at 
once is impracticable in underdeveloped countries, whereas the critical minimum 
effort can be properly timed and broken up into a scries of smaller efforts to put 
the economy on the path of sustained development. This theory is also consistent 
with the idea of democratic planning to which the majority of underdeveloped 
countries are wedded. 

Its Defects. But it has its shortcomings. 

1. Population Growth Rate Related to Death Rate. The theory is based on the 
assumption that the rate of growth of population is an increasing function of the 
level of per capita income up to a point, but beyond that it is a decreasing function 
of the latter. But the first process is related to the decline in mortality rates due to 
the advancements in medical science, and improvements in public health measures 
in underdeveloped countries, and not to an increase in the level of per capita 
income. In India, there has been a decline in death rate from 23 per thousand in 
951-52 to 14 in 1977, not due to a rise in the per capita income which is almost 
stationary but as a result of the above mentioned factors. 

2 Decline in Birth Rate not due to Increase in Per Capita Income. Similarly 
the decline in the birth rate cannot be attributed to an increase in the per capita 
income at the critical minimum level which surpasses the growth rate of popula- 
tion, as is supposed by Leibenstein. His conclusions are based on the experience 
o advanced Western countries and Japan. But in underdeveloped countries 
e problem of declining birth rate is mostly socio-cultural in nature. What 
is required is change in “the attitude, understanding, education, social institutions 
and even certain intellectual perceptions.’ Rise in per capita income alone cannot 
pcriorm the tnck. There is no guarantee that with the decline in the birth rate. 
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population would start decreasing as per capita income increases in underdevelop¬ 
ed countries. Rcduce Birlh Rate. Leibenstein ignores the State 
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>H. Myint, The Economics of the Developing Countries. W4 



Chapter 16 

NELSON’S LOW-LEVEL EQUILIBRIUM TRAP 


NELSON'S THEORY 


R R - NE LSON‘ developed the Theory of Low-level Equilibrium Trap for 
XV. underdeveloped countries. Like Leibenstein's Critical Minimum Effort 
Thesis, Nelson s theory is also based on the Malthusian hypothesis that with the 

increase in the per capqa income of a country above the ‘minimum subsistence 

level, population tends to increase. Initially, population grows rapidly with an 

increase in per capita income. But when the growth rate of population reaches 

an upper physical limit.” it starts declining with further increases in per capita 
income. r 

According to Nelson, "The malady of underdeveloped economies can be 
diagnosed as a stable equilibrium level of per capita income at or close to subsis¬ 
tence requirements." At a stable equilibrium level of per capita income, .be rate 
saving and consequently the rate of net investment are at a low level. Efforts 
7 '? ‘ h , e ° f Sav,ng and i “ v *«®*nt through an increase in the rate of 
v Z h .v h na,1 ° na > tncome are accompanied by a high rate of population 

ThuTunH^rH ,he P " “ pila iDCome ,0 i,s stabl ' equilibrium level. 

N lZ ™ , ° P f economies are caught in a low-level equilibrium trap. 
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most of,hi. eC °T iC develo P D, ent of underdeveloped countries reveals that 

niird^dSn" ,he ,ow - ,eve ' equiiibrium ,rapdue 10 ,he ° f 

a low level onnll S r S of .relationships to show th'e trapping of an economy at 

technology and thZi f 1°™™ “ 2 f “ nCli ° n ° f ,he “P " 31 ^ck. Ib = ‘evel of 
Sta° c,eld oui of ' F ° PUla,,0n ' Second - "'I investment consists of 
Z le C e h:, : Sa r 8S 10 the form of addi,ions 10 tba s'oek of tools and 

r tbc “ ° f 

, wun low per capita incomes, short-run changes in 
R.R. Nelson, A Theory of the Low-level Equilibiium Trap." AER, December, 1956. 
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the rate of population growth are caused by changes in the death rate, and 
changes in the death rate are caused by changes in the level of per capita income. 
Yet once per capita income reaches a level well above subsistence requirements, 
further increases in per capita income have a negligible effect on the death rate." 

Given these sets of relationships, the Nelson thesis is explained in Fig. 16.1, 
Panels (A) t (B), and (C). In Panel (/l) yip relates to the level of per capita 
income which is measured on the horizontal axis, and dpip is the percentage rate 


of growth of population measured 
on the vertical axis, the point $' 
on the horlfcontil axis the 
growth curve of population (dp/p) 
equals the level of per capita in¬ 
come, is the minimum subsistence 
level of per capita income. At 
this level, population is stationary. 
But to the left of 5', population is 
decreasing. If we move above S\ 
along the growth curve of popu¬ 
lation, the growth rate of popula¬ 
tion increases up to the "upper 
physical limit" U , with the in¬ 
crease in the per capita income 
above the minimum subsistence 
level. For some time, the popula¬ 
tion will grow at this level with 
the rise in per capita income and 
then it starts declining from 
point M. 

In Panel ( B ), dk/p is the per 



<9 CL 


FIG. 16.1 


capita rate of investment out of .... .. 

savings measured on the vertical axis. The curve (dk/p) is the: growth curve of 

investment which relates the per capita rate of investment to different leveIs of 
per capita income, this cUrve intersects the horizontal axis at point X which is 
the level of zero saving. To the left of this point, there is negate investment. 

On the other hand, if we move above the po.nt X along the growth curve o 
investment, the per capita rate of investment will rise even beyond the upper 
physical limit of the growth rate of population as denoted by point U in Pane W 

In Panel (C), as usual, the horizontal axis measures the level of per capita 

income. On the vertical axis are measured the rate of population growth and the 
rate of growth in total income, (dyly) is the growth curve of income, and M PIP) 
is the growth curve of population at the various levels of per capita income^ Th 

point S is so drawn that it equals the zero saving level of income AT ana t 
minimum subsistence level of per capita income S'so that S = AT-S •> >> 
point of the low-level equilibrium trap, of the zero growih rale where the grow 
rate of income (dyly) equals the growih rate of population (dpip) on.the hori¬ 
zontal axis. For any increase in per capita inccme beyond S. the growth rate 

population is higher than the grosvth rate of income, so that the economy 
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pushed back to S, the point of stable equilibrium. Thus, the economy is 
caught m the low-ievel equilibrium trap. “This low-level equilibrium trap will 
be stronger the more quickly the rate of population growth responds to a 
given rise m per capita income and the more slowly the rate of growth in total 

income responds io an increase in investment." To get out of this “Irap" the 

wTsTa/Io reach d,SC0D,inU0 “ s jum P" b 'y° nd Ihe P" capita income level 
Y IP> 50 as lo reach ,he new Point of unstable equilibrium L. Beyond this noint 

nr “z “t;™' “»■ !r ™ 1 «• ■* ***■£ s, s 

IS f v/n - lever,-M h * ,h ' ,B P " ca P i,a income «* cumulative 

income ea’l ih rCaCheS W ’ Y level where ,he 8 rowlh ™te of 

i " . eq . Ua,S ' he grow,h ra,e ° f Population at a new stable equilibrium point 

groC,h rateof 0 ine„m ,n, h^ gOV ' ramen ' ac "'°" «* r ")“'>ed to raise the 

growtn rate of income above the growth rate of population. 

tr«p K UmbC r r ° f faCl ° rS l ° C$CapC lhc ,ow - IcvcI librium 

count™ . 3 favourable socio-political environment in the 

.hTSlSSSSl",1“ “ p “ tata *i«‘ “««™ 

ssr- ~ ~~ s=r? rr rr ■ 


•For criticism of the thcor> refer 


to Leiberstein s thesis. 


except point 4. 


Chapter 17 

THE “BIG PUSH” THEORY 


T N. ; £ Sli -un, Of invest- 

hensive programme is needed in : an underdeveloped economy 

ment to overcome the obstacles to de P argument, he quotes an 

«... ■«.' 

analogy from an MIT atuay. in ;f l0 have any chance of 

be devoted to . . . a 

success. Launching a country into sdf ^ ,a,n '" B g be ed befo re the 

off the ground. There -bit by bit" 

craft can become airborne. . . . Th - y dcvcIopmcn t path; rather a 

will not launch the ec ? n0 “ y SU “*“ ncC essary condition for this, n necessitates 

— -• 

for launching economic developmentsuccessluiy. of indivisibilities 

Rosens,ein-Rodan distinguishes Mm*"*™ function, especially 

and external economies. One. mdivmb.. «» q( capjta|) . 

the indivisibility of the supply of so » , dcman( j). Three, indivisibility 

Two. indivisibility of demand (complementa y indivisibilities in 

(Wink) in the supply of savings. Let us analyse the role 

bringing economic development. According to Rosenstein-Rodan, 

1. Indivisibilities In the Production Fuactioi.Ace * relur ns. „ is his 

indivisibilities of inputs, outputs or P r0 ^ ess ^ r , n *jderable part in lowering the 
firm conviction that increasing returns played a social overhead capital 

capital-output ratio in the United State, But c regards social ove^ ^ 

as the most important instance of indivisibi‘ ^ capita | comprising basic 

on the supply side. The services of social o indirectly productive 

industries like power, transport, and commum d Their installations 

and have a long gestation period. They cannot be imported^ Th^ ^ ^ 

require a "sizeable initial lump of mv • jg „ an irrcdu cible minimum 

remain in them for some time. They al P cvc i 0pc d country will 

industry mix of different public utilities, so a in these channels.'* 

have to invest between 30-40 per cent of its total investment 


•Note, on the Theory of 'Big Push,’ in Economic development of Latin America, Ch. 

(ed.) H.S. Ellis W.W. Wallich. 1961. 

The Objectives of US Economic Assistance Programmes. 195 . 


111. 
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Therefore, they must precede quick-yielding directly productive investments. 

Thus, social overhead capital is characterised by four indivisibilities, according 
to Rodan. First , it is irreversible in time and, therefore, must precede other 
directly productive investments. Second, it has a minimum durability, thus 
making it very lumpy. Third, it has a long gestation period. Last, it has an 
irreducible minimum industry mix of different kinds of public utilities. These 
indivisibilities of supply of social overhead capital are one of the principal 
obstacles to development in underdeveloped countries. Therefore, a high initial 
investment in social overhead capital is necessary in order to pave the way for 
quick-yielding directly productive investments/ 

2. Indivisibility of Demand. The indivisibility or complementarity of demand 
requires simultaneous setting up of interdependent industries in underdeveloped 
countries. The main idea is that since individual investment projects have high 
risks because of uncertainty as to whether their products will find a market, 
investment decisions are interdependent. Rosenstein-Rodan uses his famous 
example of a shoe factory to explain his view point. Taking first a closed 
economy, suppose a hundred disguised unemployed workers are employed in a 
shoe factory whose wages constitute an additional income. If these workers spend 
all their income on shoes they manufacture, the shoe market will have a regular 
demand and thus succeed. In fact, they would not like to spend all their addi- 
;'°“ a ' , " COm ® on * h ° cs ' human wan ts being diverse. Nor will the people outside 
m l bUy addmonal shoes when ,he y are poor and do not have enough to 

Tan ad%u«73er n,S ' ThUS> ' h ' ^ * ab “*’" d for wa "' 

To vary the example, suppose that ten thousand unemployed workers are 
engaged in one hundred factories (instead of hundred workers ,n one f~) 

them Then" “ T'"* ° f COnSUmer goods and spend their wages on buying 
them. The new producers would be each others' cus.omers and thus create 

developed countries because of very low level of incom ° T aCh ‘ eVe m poor under ‘ 
essential that when income increase due to a„ ° VerC ° me ,hiS ' il is 

marginal rate of saving should be very much higher 'thanTh ,D ,he 

saving. But in no country the marginal rate of fa/i k aVCragc of 

the previous average rate of saving. 8 h3S ever beeD hlgher ,han 

Given these three indivisibilities and the external » 
give rise, a "big push” or a minimum ' Dal economies to which they 

come the obstacles to development in unrir'n ” ? f ln '' estmenl is required to over- 
finally a phenomenon of indivisibility jn .h! 0f * d countries - "There may be 
successful development policy •• writes RoHa V ' 8 ° Ur a “ d dr,Ve rec l uired for a 
isolated and small way does no, lead'to^Tsufficjent ? roceeding bit by bi, in an 

sufficient impact on growth. A climate 


THE “BIG PUSH” THEORY 135 

for development is only created when investment of a minimum speed or size is 
made within an underdeveloped economy. 


— z:«, 5 * 

that takes an underdeveloped economy towards an opt.mum pos.t.o . 


" The^g push- theory is. however, no. free from ««»!«substitutes. 

1. Negligible Economies fro- ,n ^“' ^ "f al overhead capital 

The main justification for a big pus But as pointed out by Professor 

is the realization of extensiveexternal ^ ^ 
Jacob Viner.' underdeveloped economies re.a g nj$ed this fact, but 

trade independently of home ,nv ' s e developing countries invest- 

keeps silent over another reality that in the " J occupies a large chunk of 
ment for export and for marginal impor s ^ .. bj push - losses its 

total investment. The external economies arg io , he above types of 

justification because external economies are g g 

investments. Co ,,.Reducing Investments. Even in the 

2. Negligible Economies even r0 " C “' R *““ 8 uljlilics , potential external 

production of local consumer goods and me «P J , he case of fairly 

economies can be realized in a lim . *' , pu ,.expanding. Since external 

^r^oSc«ansion in P the initial industry, they are 

of % “ 

of the “big push" theory is that it emphasizes the importance of a g 
investment in all types of industries-capital goods, consumer goods antisocial 
overhead capital-except the agricultural and other primary industries. In ag 
culture-oriented underdeveloped countries, a -big push" of large inve - 
in irrigation, transportation facilities, land reforms, and in improving agricuhur 
practices through belter tools, implements, fertilisers, etc., are as important a 
Investment in other industries. The neglect of the agricultural sector ID such 
r< onomie> *ill retard than accelerate their development. 

TSSrS Inllationary Pressures. Even the launching of a high minimum 
amount of investment on social overheads is highly expensive. Moreover o 
head capital has a high capital-output ratio and a very long gestation ps 

-Stability and Progress The Poorer Countries Problem." in SiMUly ond Prog:» 

World Economy. <cd.). D. Hague. 1958. 
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This makes the task of developing underdeveloped countries more difficult and 
longer. This is because such countries do not possess enough financial resources 
to provide overhead capital required for the “big push.” The period during which 
overhead capital is being formed will also be one of inflationary pressures because 
of the shortage of consumer goods. These inflationary pressures, in turn, would 
prolong the process of building overhead capital, thus making it highly difficult 
for an underdeveloped country to achieve rapid economic development. 

5. Low Investment Leads to Large Increase in Output. Professor John Adler’s 
statistical analysis of the economic development of the world reveals that "a 
relatively low level of investment ‘pays off’ well in the form of additional output.” 4 
This conclusion is based on his study of low capital-output ratios in India, 
Pakistan and in many other Asian and Latin American countries. Thus, there 
appears to be little conclusive proof ihat a “big push” of investment is a prere¬ 
quisite for the economic development of underdeveloped countries. 

6 . Administrative and Institutional Difficulties. Further, the “big push” theory, 
is based upon a burst of State-engineered investment. Professor Rosenstein him¬ 
self points out that in the presence of imperfectly developed markets in under¬ 
developed countries, the price mechanism is a very poor signalling system. But 
the dependence on State investment itself poses a number of problems. The ad¬ 
ministrative and institutional machinery in such economies is weak and inefficient. 
Difficulties are bound to arise not only in drawing up the plans for various pro¬ 
jects but also in their execution. Lack of statistical information, technical know¬ 
how, trained personnel and coordination between the various departments are 
some of the complex problems which are not easy of solution. Moreover, the 
majority of underdeveloped countries have a mixed economy, where the private 
and public sectors are mostly competitive rather than complementary. This leads 
to mutual rivalry and suspicion which are inimical to a balanced growth of the 
economy. 

7. Not an Historical Fact. Last but not the least. Professor Rodan’s thesis is a 
sort of ‘prescription* for launching underdeveloped countries on the path to pro¬ 
gress rapidly in the present. It is not an historical explanation of how develop¬ 
ment takes place. Historically, the presence or absence of a “big push” has not 
been a distinguishing feature of growth anywhere, according to Professor Hagen. 5 

** 
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WoilJ Economic Growth—Retrospect and Prospect." RES August ]95t>. 
r.fc. Hagi i. On the Theory of Social Change, 1962. 


Chapter 18 

THE DOCTRINE OF BALANCED GROWTH 


MEANING OF BALANCED GROWTH 

-4.HE doctrine of balanced growth has several authors who interpret it in their 
1 own way To some it means iavesting in a laggard sector or industry so as to 
bring It abreast of others. To others, it implies that investment takes place simul¬ 
taneously in all sectors or industries at once. Still to others. ,t means balanced 
development of manufacturing industries and agriculture. / 

Balanced growth, therefore, requires balance between different consumer goods 
industries, and between consumer goods and capital goods industries. It also 

implies balance between industiy and agriculture, and between the domestic and 
export sector. Further, it entails balance between social and economic overheads 
and directly productive investments, and between vertical and horizontal external 

economies. In fineVthe theory of balanced growth stales that there should be 

simultaneous harmonious development of different sectors of the economy 

so that all sectors grow in unison./ , 

/For this, balance is requited bdween the demand and supply sides. The supply 
side lays emphasis on the simultaneous development of all inter-rclatcd sectore 
which y he.p P in increasing the supply of goods. It -ludes the simu taneous and 
harmonious development of intermediate goods, raw materials, power, ag 
culture, irrigation, transport, etc., and all industries producing con umer goods. 
On the other hand, the demand side relates to the provision for larger employ 
ment opportunities and increasing incomes so that the demand for goods M,d 

services may rise on the par. of the people. The demand stde is related to supple¬ 
mentary industries, consumer goods industries, especially Mature and 
manufacturing industries. When with the simultanwus settmg up of all types of 
industries large number of people are employed, they create demand for each 
other’s goods. In this way, all goods will be sold out./ 

The doctrine of balanced growth has been advocated by 
Ragnar Nurkse, and Arthur Lewis. Let us examine the concept in detail with 

reference to Rodan’s and Nurkse’s formulations. 

Explanation of the Theory . thrnrv 

'Rosensieln-Rodan was the first economist who propounded ^e theory^ 

balanced growth without using these words in his 1943i articie^ He g d 
the whole of the industry to be created in eastern and south-eastern Europe 


‘See. C.P. Kindleberger op. ell., Cb. 9 for different interpretation.. and 

•Problems of Industrialisation of Eastern and South-Eastern Europe. 

Singh, op. cit. 



138 THE ECONOMICS OP DEVELOPMENT AND PLANNING 

should be treated and planned like one huge firm or trust. His main contention 
was that “often SMP (Social Marginal Product) of an investment is different 
from its PMP (Private Marginal Product) and that when a group of industries 
is planned together in accordance with their SMPs, the rate of growth of the 
economy is greater than it would have been otherwise ” This is because an indivi¬ 
dual entrepreneur is interested only in the PMP of investment and is not likely 
to have an accurate assessment of its SMP. In support of his argument 
Rosenstein-Rodan gives a number of examples where the SMP of an investment 
is greater than its PMP. It is complementarity of different industries which leads 
to the most profitable investment from the standpoint of the society. He gives 
the famous example of the shoe factory. Suppose a large shoe factory is started 
in a region where 20,000 unemployed workers are employed. If these workers 

spent all their wages on shoes, a market for shoes would be created. But the 

trouble is that the workers will not spend all their wages on shoes. If, instead, 
a whole series of industries were started which produce the consumption goods 
on which workers would spend their incomes, all the industries would expand 
via the multiplier process. The planned creation of such a complementary system 
of industries would reduce the risk of not being able to sell their products and 
would lead to a large scale planned industrialisation. This very idea has been 
developed and elaborated by Ragnar Nurkse in his thesis. 

According to Nurkse. 9 vicious circles of poverty are at work in underdeveloped 
countries which retard economic development. If, however, they are broken, 
economic development will follow. The vicious circles operate both on the 
supply side and the demand side. 

On the supply side, there is the small capacity to save resulting from low real 
income. The low real income is due to low productivity which in turn is due to 
deficiency of capital. The deficiency of capital is the result of low capacity to 
save. On the demand side, inducement to invest is low because of low demand 
which is due to low level of real income of the people. The inducement to invest 
is, therefore, limited by the size of the market which in turn depends upon pro¬ 
ductivity, because *thc capacity to buy is in fact the capacity to produce.* And 
productivity depends on the amount of capital used in production. But for an in¬ 
dividual entrepreneur the use of capital is inhibited by the small size of the market 
which in turn is limited by low productivity. Thus the vicious circle is complete. 

Hon to break these circles? Individual investment decisions cannot solve the 
problem. Nurkse cites Rosenstein-Rodan's famous example of shoe factory to 
substantiate his argument. Suppose, a shoe industry is set up. If in the rest of 
the economy nothing is done to increase productivity and purchasing power, the 
market for the additional shoe output is likely to be deficient. People engaged in 
the industry will not like to spend all their income on shoes, human wants being 
diverse. Nor will the people outside the new industry buy a pair of shoes every 
year when they do not have enough to meet their bare necessities. Thus, the new 
industry is likely to fail for want of the adequate market. 

How can the market be enlarged? The size of the market can be enlarged by 
monetary expansion, by salesmanship and advertising, by abolishing trade restric- 


* Problems of Capital Formation in Underdeveloped Countries, Ch. 1. 
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tions and by expanding the economic infrastructure. It can also be widened 

either by a reduction in prices (money incomes remaining constant) or by an 

increase in money incomes while keeping prices constant. This implies increase 
in producti ve efficiency and in real inco me. But in underdeveloped countries 
market is not large enough to permit production on a scale that may lead to 
reduction in costs. Moreover, jnelajtic consumer demand, technical discontinuities 
and Tack of enterprise keep down the demand for capital. 

Therefore, the only way out of this impasse, according to Nurkse. is ' more or 

less synchronized application of capital to a wide range of different industries^ 

Here is an escape from the deadlock, here the result is an over-all enlargement 
of the market. People working with more and better tools in a number of comple¬ 
mentary projects become each other’s customers. Most industries catering for 
mass consumption are complementary in the sense that they provide a market 
for, and thus support each other. The case for balanced growth rests on the 

need for a ‘balanced diet.’ '*/ • , . 

Nurkse takes the cue for the notion of balanced growth from Say s Law and 
cites Mill's formulation of it, "Every increase of production, if distributed with¬ 
out miscalculation among all kinds of produce in the proportion which private 

interest would dictate, creates or rather constitutes, its own demand. But a 
substantial use of capital by ao individual entrepreneur in any particular industry 
may be unprofitable due to the small size of the market. On the contrary, a 
synchronized use of capital to a wide raoge of projects in different industries may 
raise the general level of economic efficiency and enlarge the size of the market. 

"A frontal attack of this sort-a wave of capital investments in a numder ol 
different industries"-has been called by Nurkse, balanced growth. 

The way to do this is by a simultaneous wave of new plants composed in sued 
a way that full advantage is taken of complementaries and external economies 
on the supply side and of the complementarity of markets on the demand side. 
Investment in a wide range of industries leads to vertical and horizontal integra¬ 
tion of industries, a better division of labour, a common source of raw materials 
and technical skill, an expansion of the size of the market and better utilization 
of social and economic overhead capital. Investment in productive equipment . 
and in human capital should be simultaneous, for investment in the former r '- 
would be useless unless people are educated and healthy to operate it. Nurksey 

pleads that social and economic overhead facilities should be created ahead o \ 
demand to stimulate and support the various sectors ol the economy. Private 
enterprise in an underdeveloped country is incapable of taking advantage of these 
external economies because of its incapacity to start 'a wave of capital investments 
on a wide range of projects. But Nurkse believes that private enterprise can 
achieve the desired effect under the stimulus of certain incentive^ He pleads that 


•In his 6rst Istanbul Lecture (1958). Nurkse said. -According to some wr icrs the balanced 
growth argument Implies that the market mechanism is eliminated and that investments m 
be effected according to a coordinated plan. This opinion ... seems to me dubious. As a 
means of creating inducements to invest, balanced growth can be sa.d to be relevant P» • 
marily to a private enterprise system. State investment can and often does go ahead w.inou 
any market incentives. P»anniog authorities can apply capital, if they have any. in wn * ,c 
they may choose_It is private investment that is attracted by markets and that nceas to 
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ordinary price incentives may bring about balanced growth in a small degree. 
However, a wave of new applications of capital over a wide range of different 
industries can be promoted by the monetary effects of the initial investment and 
other effects. 

^The doctrine of balanced growth requires a balance between different sectors 
of the economy during the process of economic growth. There should be proper 
balance between investment in agriculture and industry. Agriculture and industry 
are complementary. An increase in industrial output requires an expansion of 
agricultural output. If employment increases in the industrial sectors, it will lead 
to an increase in the demand for foodstuffs. Supplies of food must, therefore, be 
raised. Similarly supplies of raw materials should also rise with the expansion of 
the industrial sector. 5 It is imperative that the agricultural sector must also 
develop along with the industrial sector otherwise inflation will set in./ 

A balance is also required between the domestic sector and the foreign sector. 
“Export revenue is an important source for financing development; imports rise 
as production and employment expand; and domestic trade itself requires 
increasing imports of necessary materials and equipment. To pay for these rising 
imports, and to allow exports to finance development as much as possible, the 
country cannot expand its domestic trade at the expense of its foreign trade. The 
domestic sector must grow in balance with the foreign sector."® Nurkse observes,* 
“Balanced growth is a good .foundation for international trade, as well as a way 
of filling the vacuum at the periphery." He underlines the importance of improve¬ 
ment in transport facilities and advocates reduction in transport costs, abolition 
of tariff barriers and creation of custom unions to enlarge the market in the 
economic and geographic sense. In this way, developing countries would become 
each others’ customers, increase their per capita consumption of agricultural and 
manufactured goods with the increase in their income elasticity of demand. 
Nurkse does not advocate autarky. With the increase in domestic production, 
the domestic as well as the foreign market is likely to expand. But even if foreign 
trade shrinks due to restrictions imposed by other countries, the best way is to 
expand its output for domestic consumption, thereby increasing employment 
and income in the economy. 

To sum up in the words of Lewis, /'In development programmes all sectors of 
the economy should grow simultaneously, so as to keep a proper balance between 
industry and agriculture and between production for home consumption and 
production for export ... the logic of this proposition is as unassailable as its 
simplicity." 7 ^ 

inducement of growing markets. It is here that the element of mutual support is so useful 
and. for rapid growth, indispensable” {Equilibrium and Growth In the World Economy). This 
.s not a correct view for price mechanism alone is not capable of producing the simul¬ 
taneous ahd mutually supporting wave of investments required by balanced growth. It is only 
deliberate planning and coordination whether private or governmental that can do the trick. 

‘Nurkse’s entire argument relates to final consumer goods. So far as intermediate products 
are concerned, he favoured vertical imbalance in his second Istanbul Lecture (1961). Follow¬ 
ing Hirschman, he said that it is SOC investment that provides the necessary inducements 
leading to DPA investment. 

•Meier and Baldwin, op. clt., p. 348. 

T W.A. Lewis, op. clt., p. 283. 
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Criticism of the Doctrine of Balanced Growth 

The doctrine of balanced growth has been severely criticised by Hirschman, 
Singer, Kurihara and others on the following grounds. 

~i. Rise In Costs, Simultaneous establishment of a number of industries is likely 
to raise money and real costs of production, and so make them economically 
unprofitable to operate in the absence of sufficient capital equipment, skills, cheap 
power, finance and other necessary raw materials. 

c "2. No Attention to Reducing Costs. Kindleberger observes that instead of 
starting with new industries, Nurkse’s theory does not consider the possibility of 
cost reductions in existing industries. 

Other Problems. Granted that it is within the competence of an under¬ 
developed country to establish new industries, a number of other problems arc 
likely to arise. When the new industries are established, the demand for the 
products of the existing firms will decrease and make them unprofitable. At the 
same time, the demand for factors of production will rise which is likely to raise 
the prices of factors of production in all industries. As J. Marcus Fleming has 
said, 'Whereas the balanced growth doctrine assumes that the relationship bet¬ 
ween industries is for the most part complementary, the limitation of factor supply 
ensures that the relationship is for the most part competitive.'’ 1 
\A. Falk as a Theory of Development. According to Hirschman 9 the doctrine 
of balanced growth fails as a theory of development. Development implies the 
process of change of one type of economy into another more advanced type. But 
the doctrine of balanced growth would involve the superimposition of an entirely 
new self-contained modern industrial sector upon the stagnant and equally self- 
contained traditional sector. Hirschman opines, "This is not growth, it is not even 
the grafting of something new on to something old; it is a perfectly dualistic 
pattern of development." 

5. Beyond the Capabilities of Underdeveloped Countries. Again, according to 
Hirschman, the doctrine "combines a defeatist attitude towards the capabilities 
of underdeveloped economics with completely unrealistic expectations about 
their creative abilities." 10 On the one haod, officials in underdeveloped countries 
lament that the necessary skills and other resources for development are lacking 
in the economy. On the other hand, the protagonists of the balanced growth 
doctrine assume that persons lacking inskillsand entrepreneurial ability become 
omniscient overnight and are in a position to start a chain of new industries. The 
whole doctrine thus appears to be a contradiction in itself. It seems strange that 
what cannot be done piecemeal, can be done in a big way and is considered to 
be within the physical and intellectual competence of an underdeveloped country. 
It is as if a builder, not in a position to construct the ground floor, were advised 
to build the next two floors instead. As Dr Singer has stated, "The advantages 
of multiple development may make interesting reading for economists but they 

are gloomy news indeed for the underdeveloped countries. The initial resources 

'J.M. Fleming, ‘External Economics aad Balanced Growth,' in Aggrawal and Smgh, (ed ) 
op. ell ., p. 279. 

•A.O. Hirschmao, The Strategy ojEconomic Development, p. 52. 

'•/&/</., p. 53 
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for simultaneous developments on many fronts are generally lacking.” 11 If a 
country possesses enough skill and resources she would not be underdeveloped 
in the first instance. 

^6. Disproportionallty in Factors. Another problem in underdeveloped countries 
is the disproportionality in the factors of production. In some countries, labour 
is in abundance but capital and entrepreneurial skill are scarce. While in others, 
labour and capital are scarce but other resources are in abundance. This is a 
great hindrance to the practical application of the concept of balanced growth. 
w 7. Shortage of Resources. The doctrine fails to solve the problem of the short¬ 
age of resources. It is based on Say’s Law that supply creates its own demand. 
But supply of goods refers to the demand for factors especially for capital which 
does not create its own supply. When investments are being made simultaneously 
in a number of new industries, the demand for factors would become competi¬ 
tive. But the supply of factors is inelastic in underdeveloped countries. Thus the 
main argument of the theory breaks down. Nurkse, however, assumes that 
resources arc available for net investment and a given labour force is being 
equipped with an increasing stock of capital. But the problem of allocation of the 
increasing stock of capital still remains. In such a situation, writes Dr Singer, 
‘‘perhaps guerilla tactics are more suitable for the circumstances of underdevelop¬ 
ed countries than a frontal attack.** 

8 . Wrong Assumption of Increasing Returns. The doctrine of balanced growth 
pre-supposcs the need for balanced investment to provide a growing demand, 
and the existence of increasing returns. But these two forces pull in opposite 
directions. If returns increase considerably, an underdeveloped country would 
not like to invest in a railway line and a roadway between the same points, and 
it will have to choose, for instance, between an oil refinery and a steel mill. If 
simultaneous investments are made in all related fields, the appearance of bottle¬ 
necks of raw materials, prices, factor shortages, etc., will lead to decreasing 
returns. Thus decreasing and not increasing returns favour balanced growth. 

9. Capital Lumpiness not Essential for Development. Although capital ‘lumpi- 
ncss* of many social and economic overheads is often given as a reason for 
investing large sums of money immediately, yet the experience of many developed 
countries suggests that many services can be provided initially at low investment 
costs. For example, there are other ways of generating electricity than by dam¬ 
ming a big river; diesel-generating sets or thermal plants can be installed. If capital 
is extremely scarce, a low investment-low cost technique with a quick fruition- 
lag is more economical. As Dr Singer says, *‘ ‘Think Big’ is sound advice to 
underdeveloped countries but 'Act Big’ is unwise counsel if it spurs them to do 
more than their resources permit.’’ 12 


"H.W. Singer, Economic Progress in UnderdevelopeJ Countries, pp. 7-8. 

'•Professor J.K. Galbraith has stressed the same point in Economic Development in per¬ 
spective (p. 25). He says, “Not long ago, in a neighbouring Asian country where there is 
much unemployment and scarcity of capital. 1 saw expensive automatic gates imported from 
abroad, being installed at the railroad crossing These are a necessary development in those 
countries where no one is any lorgcr available foi the (Accuse life of a railway gauman. 
But not here . . . und considerable trenej would have been s&ved and utilized elsewhere." 
Italics mine. 
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vJO Balanced Growth not Essential for Induced Investment According to 
Kurihara, “Balanced growth is not, as Nurkse supposes, to be desired to induce 
private investment but to be desired for its own sake, as far as an underdeveloped 

country is concerned. Nurkse's tompUinls about an underdeveloped economy s 

restricted markets and low real income tending to inhibit the private inducement 
,0 invest would be unnecessary if autpnomous public investment of a capacity 
increasing as well as income generating nature was allowed to play a 8 rea, ' r r °^ 
-'ll Does not Consider Planning. The Nurkesian doctrine of balanced growth 
is primarily related to private enterprise economy where the need for planning 

does not arise. In fact, simultaneous investment in all sectors requires Panning, 
direction and coordination by the government. As aptly pointed out by Myrda . 
“Nurkse did not explain how his limited desideratum of balanced growth of 
different industries . . . should be fitted into the type of comprehensive planning 
that is the declared policy in all South Asian Countries and that has a strong 

rationale in their actual situation."' 3 Furlher 

12 Concept of Balanced Growth Applicable to Developed Countries. Further, 
the balanced P growth doctrine is in fact the application of Keynesian under¬ 
employment situation to an underdeveloped economy. According to the 
theory simultaneous multiple development during the upswing of the u*6t cycle 
can [^ad to a balanced recovery of economic activity "for the industries, mach nes 
managers, and workers, as well as consumption habits, are all there only waiting 
,o resume their temporarily suspended func.tons and roles. Bui .□an under, 
developed economy this is not so whether the State lends a helpmg hand or no • 
Because in such economies there is no temporary suspension of ~onom'C actm* 

Economic activity Is static. Capital, skills, factor supplies and economic infra 

structure are woefully lacking. It is. therefore, wrong to apply a theory applicable 

to a developed economy on an underdeveloped economy. S, rcc ten 

13 Scarcities and Bottlenecks Encourage Growth. According to Paul Sweeten. 

historically, it was not balanced growth bu, ‘ ‘ 

provided the stimulus to the inventions that revolutionised Englands and th 
world's economic system, and that inventions in turn created new scarcities and 
bottlenecks. Had the world depended on balanced development, it would ha 
reduced or even eliminated the incentives for discoveries, or at any rats for their 

Ration Thus i,U on unbalanced growth that the history of technological 

^Xmly ^conclude with Dr Singer that “the doctrine of balanced growth is 
premature rather than wrong in the sense that it is applicable to a subsequent 
stage of sustained growth rather than to the breaking of a deadlock. 


••G. Myrdal, Aslan Drama. 1968. 

••A.O. Hirschman. op. di. t p. 54. 

••Haas W. Singer, International Development. Growth and Change. IV . 



Chapter 19 

THE CONCEPT OF UNBALANCED GROWTH 


T HE theory of unbalanced growth is the opposite of the doctrine of balanced 
growth. According to this concept, investment should be made in selected 
sectors rather than simultaneously in all sectors of the economy. No under¬ 
developed country possesses capital and other resources in such quantities as to 
invest simultaneously in all sectors. Therefore, investment should be made in a 
few selected sectors or industries for their rapid development, and the economies 
accruing from them can be utilized for the development of other sectors. Thus 
the economy gradually moves from the path of unbalanced growth to that of 
balanced growth. Economists like Singer, Kindleberger, Streeten, etc., have 
expressed their views in favour of the unbalanced growth doctrine which are in 
fact the criticisms of the theory of balanced growth. It is, however, Rostow and 
Hirschman who have propounded the doctrine of unbalanced growth in a systema¬ 
tic manner. 

Rostow’s View. According to Rostow, for an economy to cross the stage of 
traditional society and to achieve the take-off, it is essential to increase the rate 
of productive investment from 5 per cent or less to 10 per cent and more. It is 
only possible if investment is made in one or two leading sectors of the economy. 
This will lead to the development of related industries. Thus as a result of increased 
production, profits will increase which will be re-invested. According to Rostow, 
historically this has been the process of economic growth in the advanced 
countries. 1 

Hlrschman’s Strategy. The concept of'unbalanced growth’ has been popularized 
by Professor A.O. Hirschman.* It is bis contention that deliberate unbalancing 
the economy, according to a pre-designed strategy, is the best way to achieve 
economic growth in an underdeveloped country. According to Hirschman, invest¬ 
ments in strategically selected industries or sectors of the economy will lead to 
new investment opportunities and so pave the way to further economic develop¬ 
ment. He maintains that "development has of course proceeded in this way, with 
growth being communicated from the leading sectors of the economy to the 
followers, from one industry to another, from one firm to another.” He regards 
development as a "chain of disequilibria” that must keep alive rather than eliminate 
the disequilibria. of which profits and losses are symptoms in a competitive economy. 
If the economy is to be kept moving ahead, the task of development policy is to 
maintain tensions, disproportions and disequilibria.” This "seesaw advance” is 
induced by one disequilibrium that in turn leads to a new disequilibrium and so 


‘For a detailed analysis refer to the discussion on leading sectors undei the Takc-olT Stage 
in Rostow's Theory. 

■A.O. Hirschman. op. cit.. Chapters 4-7. 
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^Accord^ng^to Hirschman, when new projects are started they appropriate 

“r" ^ t«-:i r«, s ... 

„,/« of investments. From the point of view of the economy, flatter 
I7have a SSS ££ 

sk: a-* ■ 

move which in.turn leads to similar disequilibrium and so on ad ■ 

.n the situation private profitability and social desirability 
not because of the absence of external economies but becawewW 
••output** of external economies are the same for each succcssiv 
In practice, development policy should aim a. (/) the 
teries of investments which appropriate more external economicsthan they 

mmm-imsz 

latter appropriate, external econom^. Q head Capitll | has been Oenn.d 

ssr rrr i ”“ l pub,,t 

«? “■“i «“• i“ ,; i" 
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because it permits and in fact invites DPA to come in. . . . 

profit expecution. generate the sequence from SOC to DPA and pom.cat p 
lures from DPA to SOC. 
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' The Path to Development. Hirschman calls the first sequence (from SOC to 
DPA) "development via excess capacity of SOC" and the second sequence (from 

DPA to SOC) "development via 
shortage of SOC.’^ As to which 
sequence should be followed first for 
economic development,' Hirschman 
prefers that sequence which is "vigo¬ 
rously self-propelling.’^This can be 
explained with the help of Hirsch- 
man’s slightly modified diagram? 

( DPA investments are measured 
along the vertical axis. The curves 
a b c are ‘isoquants* showing various 
quantities of DPA and SOC which 
will give the same gross national pro¬ 
duct at any point. As we move to a 
higher curve, it represents a higher gross national product. The curves are so 
drawn that the 45° line through the origin connects the optimal points on the 
different curves. This line shows the balanced growth of DPA and SOC.) 

Hirschman makes two assumptions: firstly . that SOC and DPA cannot be 
expanded simultaneously and secondly , that sequence of expansion should be 
adopted which maximizes ‘induced* decision-making. 

If the path to development is followed via excess capacity of SOC, the economy 
will follow the dotted line A A' BB“ C. When the economy increases SOC from 
A 10 A‘ the induced DPA increases to B' until balance is restored at B wtjcx^ihe 
whole economy is on a higher level of output. The higher gross naiional 'product 
thus achieved induces government to increase SOC further to B m \ DPA also 
follows suit to point C via C. 

If the other path to development via shortage of SOC is followed, the economy 
moves along the thick line AB' BC'C. When DPA is increased to B ‘. SOC has to 
move to A' and then to B. And when DPA is increased further to C’, balance 
requires SOC to increase to C via B'. 

It is to be noted that development path via excess SOC capacity is more 
continuous and smooth than the second path. It is in a way what Hirschman 
calls ‘•self-propelling.’’ The other path via SOC shortage capacity is not so, 
because if there is a belated adjustment of SOC. as it is likely to be. due to the 
absence of political pressures in the beginning, the DPA cost of producing a 
given output rises. According to Hirschman. "Development via shortage is an 
instance of the ‘disorderly.’ 'compulsive’ sequence while via excess SOC capacity- 
is essentially permissive.’’ 

Having studied the virtues of specific imbalanc^ the problem is one of finding 
the kind of imbalance that is likely to be most effective. Any investment may 
have both "forward linkage,*’ and "backward linkage" effects. Forward linkage 
effects encourage investment in subsequent stages of production, and backward 
linkage effects in earlier stages of production. Development should aim at dis¬ 
covering projects with the largest total linkage) Such projects vary from time to 
time and country to country, and can be found only by empirical studies of their 


r 
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input-output tables. Hirschman says. "The industry with the highest combined 
linkage score is iron and steel. Perhaps the underdeveloped countries are not so 
foolish and so exclusively prestige-motivated in attributing prime= '”P°'‘ a " c *’ “ 
this industry." But he says further that “the industrial development clearly can 
not be started every where with an iron and steel industry just because the 
industry maximizes linkagethe reason being the lack of interdependence and 
linkage in underdeveloped countries. For example agriculture. 
production, and mining are weak in both backward and forwa d hotage effects^ 
The primary production activities mostly of the “enclave lype leading to export 

have liide development effects on the economy in adding either to employment 

or to gross national product in an underdeveloped country 

Last Industries First. Hirschman. therefore advocates the setting up of las 
industries first.” In making industrial products, a developing country need not 
undertake all the stages of production simultaneously but it can import many 
•converting, assembling and mixing plants’ for ‘final touches to almosi fin shed 
nroducts ‘ Last stage industries are also known as ‘import enclave industries. 
They are however, quite distinct from export enclave industries. Export enclave 
industries have to face great difficulty in breaking out of the enclave situation and 
in producing forward linkage effects within the economy. But "V’ 
industries produce backward linkage effects of wide range and depth. Backward 

linkage effects are important not only from secondary back to primary produc¬ 
tion. but also from tertiary back to both secondary and primary pr«tact>OB- 
Backward linkage effects that are the combined result of several last suge 
industries' in a country are of much importance. A backward hnkage is produced 
by increases in demand. Therefore, the demand for commodities .ha, could mos 
economically be imported once, may in due course of time increase so much that 
i, justifies domestic Ma s, stage production.' In °»h erwords. m ^'"8 

some-produm. wben demand reaches a certain^hresTtord" i is advan.ageou 

,o manufacture the product a, home, while that "threshold •- bc, "8' e “ h ' d ' 
pays to import the product. As the "threshold' is reached. Hirschman sugges 
subsidies or protection to import-replacing industries. In the . p " n ‘ iul * laee ’ 
is no. desirable to give infant industry protection till the mdus.r, bC '" 

established. Granting of tax concessions is an apt instrument for this kind of 
conditional protection. Hirschman is of the view tha, in underdeveloped coun¬ 
tries due importance is no. given to the part played by exports in the.r economm 
devcloDment They ofien treat exports like a step-child. But there is 
alternative between export promotion and Import substitution. The former may 
often be the only practical way of achieving the latter. 

Hirschman sums up his “Strategy of Economic Development" in these words 
“Economic development typically follows a path of uneven growth that balanc 
is restored as a result of pressures, incentives, and compulsions; that the^ efficient 
path towards economic development is apt to be somewhat disorderly and that 
it will be strewn with bottlenecks and shortages of skills, facilit IC *’ S ' r ^‘ k ’ ward 
products; tha, industrial development will proceed largely through backwar 
linkage l.e., will work its way from the ‘las, touches’ to intermediate and basic 

industry.” 
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A Critical Appraisal 

The doctrine of unbalanced growth, as propounded by Hirschman, is a heroic 
attempt at pointing out the way to accelerated economic development for under¬ 
developed countries. It is realistic and takes into account almost all aspects of 
development planning. The various incentives, obstacles and resistances to deve¬ 
lopment are studied in their proper perspective. The discussion of forward and 
backward linkage effects together with last stage production is highly useful. 
Hirschman's stress on export promotion and import substitution further intro¬ 
duces a touch of realism. He is neither in favour of overall state planning of the 
Russian type nor does he leave everything on to the shoulders of private enter¬ 
prise. Unless the SOC path of economic development is followed by the State, 
it will not encourage private investment in DPA, for private enterprise in an 
underdeveloped country is unable to create the necessary economic surplus 
required for development, to carry it further and even to sustain losses. He, 
therefore, appears to be in favour of a mixed economy. 


Its Limitations 

The doctrine of unbalanced growth is, however, not free from certain 
limitations. 

!. Inadequate Attention to the Composition. Direction and Timing of 
Unbalanced Growth^ Paul Streeten criticising Hirschman's theory of unbalanced 
growth asks, "The crucial question is not whether to create imbalance, but what 
is the optimum degree of imbalance, where to imbalance and how much in order 
to accelerate growth; which are the ‘growing points,' where should the spearhead 
be thrust, on which slope snowballs grow into avalanches." He thus points out 
that inadequate attention has been paid to the composition, direction and timing 
of unbalanced growth. 

2. Neglects Reslstances^Streetcn further points out that “the theory concentrates 
on stimuli to expansion and tends to neglect or minimize resistances caused by 
unbalanced growth." For instance, Hirschman neglects resistances in attitudes 
created by an imbalance. When development is the outcome of deliberate un¬ 
balancing the economy, the business attitudes change due to shortages and 
tensions, and there is lot of opposition and hostility. Hirschman neglects this 
type of reaction on the part of the existing institutions in underdeveloped 
countries. 

3. Beyond the Capabilities of Underdeveloped Countries,' Hirschman’s criticism 
of Nurkse's doctrine of balanced growth that it "combines a defeatist attitude 
toward the capabilities of underdeveloped economies with completely unrealistic 
expectations about their creative abilities” applies equally to his own theory. 
Investment creates imbalances thereby creating pressures and tensions in the 
growth process which are overcome by the inducement mechanism. But pressures 
and tensions are bound to be serious in underdeveloped countries thereby ham- 

, pering the process of development. 


4. Lack of Basic Facilities. There may be lots of difficulties in procuring 
technical personnel, raw materials, and basic facilities like power and transport 
and even in finding out an adequate domestic or foreign market for the products.^ 
\5. Lack of Factor Mobility. Moreover, inducement mechanism is practicable 
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where there is internal flexibility of resources. But in underdeveloped countries it 
is difficult, nay impossible, to shift resources from one sector to another.) 

6 Emergence of Inltationary Pressures ' One of the serious limitations of the 
unbalanced growth doctrine is the development of mflauonary pressures withm 
the economy iWhen large doses of investment are be.ng injected into the economy 
It certain stiegic points, income will rise which may tend to “ ^ “ 
for consumer goods relative to their supply. Shortages anse due to s, rams 
pressures and tensions. Such a situation leads to t^ationary nse m he price 
level It becomes difficult to control prices m underdeveloped countries, as the 
governments are incapable of wielding monetary and fiscal measures effec ive^ 
C^Llnltage Effects not Based on Data. Hirschman s analysis of the linkage 
^fccts" suffers from the fact tba it is not based on data pertaining to an under¬ 
developed country where social overhead facilities are not fully developed for 

8e 8 e Too n much° Emphasis on Investment Decisions. Ilirschrnan's 

strategy is largely related to maximising investment decisions. No doubt decision 

making is 1 cful. factor in economic development, ye. underdeveloped coun,r« 
need not only investment decisions but also administrative, managerial and policy 
decisions. Thus Hirschman lays too much emphasis on investment decisions as 
compared to other important decisions essential for development 

Conclusion Despite these weaknesses the technique of unbalanced growth has 

. „o„, «. v. "sSS 

loped countries. Russia was the firs, country to adopt ‘V**“ j^njia 

in accelerating its rate of economic growth within a short period of time. 1 

has also followed suit by adopting this technique with the X ndu f lries 

Whereas Russia could succeed by creating large surplu 1 extreme 

sector and by keeping down the consumption levels, m n a «*»* « «« 
policy is impracticable. Here investments tn heavy industr es are be “ g > 

a. a high level in the five year plans and a. the same time ‘veryeffo . n. * :•» 

ss* wi,h un - 

balanced growth will fail to achieve the goal of self-sustaining growth. 

balanced vs. unbalanced growth 

Having examined critically the doctrines of balanced --■ ^"baU'.ced growth, we 

2I2T rf'l^XmuaS sprung different industries so that the 

underdeveloped country does no, possess sufficient 


•For more details refer to the previous chapter. 
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of complementary J of markets for final goods, primarily consu¬ 

lt emphasises the “”£“"“* V e S t and leaves out intermediate goods markets. 

"^Proponents ofVnbalanced ^ j'^jm^^nvestment^in'selMted 

—= rSvrffJTi szsissz 

pVMte S fnwr a p n rf«alo^s incapable of taking investment decisions in underdeve- 
loned countries. Therefore, balanced growth presupposes planning. 

On the other hand, in Hirschman's unbalanced growth strategy, the state plays 
unimportant role in encouraging SOC investments thereby creating disequilibn. 
If*development starts via investment in DPA, political pressures force the state 
to undertake investments in SOC. Thus unbalanced growth also requires state 

P ‘Since 8 both balanced growth and unbalanced growth involve lumpy investments 
in complementary activities, they require state planning. In order to get . ,nv " 1 ' 
mem decisions implemented and to benefit from complementarities coordination 
between the private and public sectors is essential in an underdeveloped country, 
whether it adopts the strategy of balanced growth or unbalanced growth 

The other problem concerning the two strategies is the role of supply limita¬ 
tions and supply inelasticities. Nurkse’s therory of balanced growth is mainly 
related to the lack of demand, and neglects the role of supply limitations. This is 
not a correct view because underdeveloped countries woefully lack in the supply 
of capital, skills, economic infrastructure and other resources which are inelastic 
in supply. While the demand for final goods can be created by import restrictions 
and export promotion without recourse to the strategy of balanced growth. 

The unbalanced doctrine also neglects the role of supply limitations and supply 
inelasticities. Though it emphasises the scarcity of decision-making, yet it ignores 
the scarcity of physical, human and financial resources in an underdeveloped 
country. 

Thus both strategies err in neglecting supply limitations and base their argu¬ 
ments on ‘ceilingless economies’ of the developed countries which have high 
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Of a private entefP r ‘^ *y^*™ '’jj'JJg "planning-^8econd^ 

opera'e. ■ | im Uatioos and supply inelasticities. Us. bu. not 

both ignore the role ot pp y . . but 0 f different degrees. In 

the least, both * h ' d °f ,n ' S “ ^of one s=aor is dependent on the development 
balanced growth th ^ cve op d und;r unba | anced growth the economy 

of other sec,ors ' ‘J* th of economic development via tensions, dispropor- 

gradually moves on the P h f reache5 balanced growth. Thus both the 

strateg'iefirwolve'interdepenSence among different sectors of the economy, bu. 

Under this strategy, S economy will ultimately move on the path 

quent investments in DPA developing countries like India 

reveals that unless such SOCs po « fe industry and commerce is retar- 

devclopcd first, the development g of coursc pr0C ceded in this way with 

:t^i^=rrom the WJ. »£ £22 


Chapter 20 

DUALISTIC THEORIES 


SOCIAL DUALISM 

r H Boeke 1 a Dutch economist, has been one of the pioneers who developed 
J a distinctive theory applicable only to underdeveloped countries. His theory 
of "social dualism" is a general theory of economic and social development of 
underdeveloped 'economies based primarily on his studies of the Indonesian 

eC \leaoIne Dr Boeke maintains that there are three characteristics of a society 
in the economic sense. They are the social spirit, the organizational forms and 
the technique dominating it. Their interdependence and interrelation are called 
the socill system or social style. A society is homogeneous where only one social 
lQC R.,, i co -iciv may have two or more social systems siiuulta- 

p ,r;L “X.™ -w; 

for "societies showing a distinct cleavage of two synchronic and full grown social 
styles which in the normal, historical evolution of homogeneous societies arc 
tenarated from each other by transitional forms, as. for instance pre-capitalism 
C nd high cSism by early capitalism - Such a dual society ,s characterized^ 

the existence of an advanced imported western system and an indigenous pre- 

Ca The'for ntc r*is under^vestern innuence and supervision, which uses advanced 
techniques and where the average standard of living is high. The latter is native 
with low levels of technique, economic aud social weltare. Boeke calls it ‘social 
dualism” and detines it as “the clashing of an imported social system with an 

indigenous social system of another style. Most frequently the imported social 

system is high capitalism. But it may be socialism or communism just as well, or 
a blending of them.”* 

Characteristics of Dualistic Society. Boeke gives the economic theory ol a 
dualistic society “to describe and to explain the economic interactions ot two 
clashing social systems.” which he terms ‘dualistic economics* or ‘eastern econo¬ 
mics.* He bases his theory largely on the Indonesian experience. 

There are certain characteristics of the eastern sector of a dualistic economy 
which distinguish it from a western society. The needs of an eastern society are 
limited. People are satisfied when their immediate needs are met. “When the 

price of coconut is high the chances are that less of the commodities will be 


•J H Boeke. Economics and Economic Policy of Du it S.Kiclics, 1*53: ‘Three Forms of 
Disintegration io Dual Societies.* Indonesia. April 1954; and -Western Influence on the 
Growth of Eastern Population.* Economics tnternazionalc. May 1954. 
l Op cil., p. 3. 

'Ibid., P- 4. 
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offered for sale; when wages are raised the manager of the estate risks that less 
of the work will be done; if three acres are enough to supp * ,he needs of lbe 
household a cultivator will not till six; when rubber prices fall the ownerofa grove 
may decide to tap more intensively, whereas high prices may mean that he leaves 

a larger or smaller portion of tapable trees untapped."* This is because people 

are influenced more by social rather than economic needs. Goods ye 'vaWated 
according to their prestige value rather than value-in use. U is. therefore, not 
surprising that eastern economies are characterized by backward-sloping supply 

curves of effort and risk-taking. * .... .. . . . . .... 

Native Industry has practically no organization, is without capital, technically 
helpless and ignorant of the market. People indulge more in speculative activities 
rather than in regular profit-giving enterprises. They do not believe m capital 
investments attended by risks. They lack initiative and organ rational skfl charac¬ 
teristic of the western sector of a dual society. They are fata ists and hesitate to 
use modern technology. Labour is "unorganized, passive, silent, casual and un¬ 
skilled People are reluctant to leave the village community. Migration within the 
country and immigration take place through state intervention. Urban develop¬ 
ment takes place at the cost of rural life. Export is the mam objective of foreign 
trade in eastern society as distinct from a western society where it is only the 

means which makes imports possible. 

Inapplicability of Western Economic Theory. These distinctive features of an 
eastern society make western economic theory totally inapplicable to underdeve- 
‘oZ economies. According to Boeke. western economic theory is meant to 

explain capitalistic society, whereas the eastern society is P^“P' *'‘ ^ D J he 
former is based on unlimited wants, a money economy, and different tjpes of 
cooperative organisations. Moreover, it is wrong to apply the marginal p oduc- 
tivitV theory of distribution to explain the allocation of resources or the d.slnbu 
lion Of income in an underdeveloped economy because of the immobihly of 
resources in such a society. Boeke, therefore, warns that we ihal do ” e " no '° 
try to transplant the lender, delicate hot-house plums of western theorj to t o 
Pical soil, where an early death awaits them."* Thus it is not possible to apply the 
same policy for the whole economy because what is beneficial for one society may 

be harmful for the other. _ . . , 

Since eastern economies are dualistic in character, any effort to develop the. 
pre-capitalistic agriculture along western lines will prove no. only abortive but 
may also cause retrogression. Change in the mental attitudes of farmers ,s essen- 
tial for the introduction of modern agricultural techniques, otherwise the increase 
a wealth following them will result in the further growth of P^ - "' ' 

;ver, svestern technology fails the result will be increased indebtedness. There 
fore, their exsiting agricultural system should not be disturbed, for could 

hardly be improved upon. w , 4f * rn 

In the industrial field, the eastern producer cannot adapt himfctf 10 his svestern 
counterpart "technologically, economically or socially. If the lormer , 

imitate the latter, he wUI suffer in doing so. In support of h,s argument. Boeke 


•/b/J.. p. 40. 
'Ibid., p. 143. 
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cites the Indonesian case where the adoption of western technology to industna- 
U^e the Indonesian economy has moved the goal of se.f-suffic.ency farther and 

^BoekiT refers ' to“five kinds of unemployment in underdeveloped countries: 
power of the government to remove them as it would entad a financial burden 

— - •«-« p-f r? ss 

hamocr all economic development. Increase in food supply or industrial goods 
will bring a glut of commodities in the markets with the consequent fall in prices 
Z ,0 depression. This does not mean .ha, Boeke is averse to all industrializa¬ 
tion and agricultural improvements. Rather, he is in favour of a.slow^process 
industrialization and agricultural development on a small sea eadapted to the 
dualistic structure of eastern society. The urge for development should^ome 
from the people themselves. New leaders must emerge who should work towar 
the goal of economic development with faith, charily and pa.ience. 

A Boeke** theory* of dualistic development has been severely criticised by Profes¬ 
sor Benjamin Higgins’ on the following grounds: ..,„ d cco- 

1 Wants no, Limited. Boeke’s contention that people in underdeveloped cco 

nomies have limited wants or backward-slopping supply curves of effort and 
risk-taking is not borne out by the experience of Indonesia itself. Both the 
marginal propensity to consume and to import are high there. People do not 
have limited needs, rather there is a great demand for both domestic and impor¬ 
ted semi-luxuries. To restrict their demand the Indonesian Government have to 
imposeTmpor, restrictions. This is no. peculiar to Indonesia alone Even he 
Indian authorities have adopted rigorous import and exchange controls to res,net 
the illegal inflow of semi-luxuries. A good harvest in India results in a spate of 
orders for radios, transistors, bicycles, watches, etc. < . act ^ rn 

2 Casual Labour not Unorganised. Boeke’s characterization of the eastern 
casual worker as unorganized, passive, and silent is “inconsistent with the grow¬ 
ing strength of organised labour in Indonesia. India and elsewhere Casual 
labour may not be fully organised in agriculture but in tea, coffee, and rubber 
plantations the trade union movement is the strongest in such economies. 

3 Eastern Labour not Immobile. It is not possible to accept Boeke’s view that 
people in eastern economies are reluctant to leave their village communities. In 
fact, city life, with all its attractions like cinemas, shops, cafes, and sports events, 
has always led to migrations from rural areas. Congestion, unemployment and 
inadequate basic amenities found in larger towns are in turn the consequence of 
the latter. Further, income incentives also lead to the movement of labour from 
one plantation to the other and even of casual workers from factories to rural 


•Bocke. Western Influence on the Growth of Eastern Population, pp. 366-69. 

’B Higgins. "The Dualistic Theory of Underdeveloped Areas," Economic Development and 
CUltural Change . January 1956. 
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areas during the harvesting season. Higgins opines that ‘ I see no evidence that 
Oriental labour is •intrinsically' more immobile than western labou . 

4 Not Peculiar to Underdeveloped Economies. Boeke ascribes h.s dualisiic 
theory only to eastern economies though he himself admits that social dualism 
Uso exisu in underdeveloped economies of Africa and Latin America. But ,t is 
not peculiar to underdeveloped areas. It exists in Italy. Canada and even in the 
United States. Rather every economy -can be divided into distinct regions, with 

different degrees of technological advance.” . . 

5 Applicable to Western Societies. Many of the specific characteristics of the 
eastern*society described by Boeke. seem to Higgins to be attributable to western 
societies as well. Whenever chronic inflation exists or threatens western econo- 

prestige-value attached to them rather than for use value is equafiyJ we « 
case of western economies. Were it not so. the term “conspicuous consumption 
would not have been coined by Veblen for the American "***■ 

Even the backward-sloping supply curve of effort >s n °' pCCU '*'° and n 

atrsaepas:-- 

moving from one standard of living to another, as a result of their own 

effort directed specifically towards earning additional income. 

6 Not . Theory but oLription. Dr Boeke fails to provide a distinct,ve econo- 
mic and social theory for underdeveloped economies. H.s dualishc heory is 
merely a description of eastern society in which he tries to demonstrate the 
peculiar features of an eastern society that must not be developed on western 
fines. Boeke's contention that western economic theory is inapplicable to eastern 
societies is based on the neo-classical theory which has limited applicability 

iD 7 h To W ob"o? 'western Economic Theory Used in Eastern Societies. Some of the 
tools of western economic theory underlying monetary and fiscal policies . an 
those aimed at removing balance of payments disequilibrium are appl.cable to 
eastern societies with slight variations. Professor Higgins believes that the solution 
to the problem of underdevelopment can be found -by applying familiar tools o 
economic and social analysis, within a model defined by appropriate institutional 

TXTnot Provide Solution to the Problem of Unemployment. Boeke's^dualism 
centres more on socio-cultural aspects rather than on economic. He regards u 
employment of various types as “beyond the reach of g°vemm° help and 
make, no mention of underemployment which is a dominant feature ct 
populated underdeveloped economies. This is a big lacuna in Boeke s dualist, 

theory. 
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Conclusion. In fact, the important problem in dualistic economies is one of 

providing adtquate employment oppormmties «° ™ t “ JZJtf 

underemployed labour for<x. Th.s has led to I endowments aud 

—»««»«' • vs 

SSSSSSSEiSHK 

development. 

TECHNOLOGICAL DUALISM 

sector and disguised unemployment in the rural sector. n.ggm s heo.y of .echn 

.ogica. dualism incorporate. the/«c«r proportions, 

Eckaus and is related to limited productive employmen.oppor.umnesf^ndm 
the two sectors of an underdeveloped economy because of market .mperfect.ons, 

different factor endowments and production functions. diseautlibrtum 

In fact underdeveloped countriei are characterized by structural di equmrmm 

a ,,he factor level. "Disequilibrium at the factor level may ariseMb*’ 

single factor receive, difler.nt return, in different uses 

ships among factors are out of line with factor ava.labtlit.es. Such d.sequut 
brium leads to unemployment or underemployment .n two ways in underdeve¬ 
loped countries, according to Dr Eckaus. One, imperfections in or malfuncuonmg 
of the price system. Two, limitations in the existing technology or the structure 
of demand leading to surplus labour in densely populated backw “ rd c °“f ,n “ 0 

Thus technological unemployment in an underdeveloped count^ may re^r 

surplus labour arising from Deallocation of resources, the structure of demand 

an 5S°S 'hh'theory around two goods, two factors of production and 
two sectors with their factor endowments and production functions■ Q f tw 
sectors, the industrial sector is engaged fn plantations mines, odl fields efinen ; 
or large scale industry. It is capital-intensive and is characterized by fixed tech 
nical coefficients. In other words, there is no technical substitutability of factors 
which are combined in fixed proportions. The rural sector is engaged in produc- 
ine foodstuffs and handicrafts or very small industries. It has variable technical 
coefficients of production so that it can produce the same output with a wide 
range of techniques and alternative combinations of labour and capital (including 
improved land). 


•B. Higgins, Economic Development pp. 325-33. 

•R.S. Eckaus, "The Factor Proportions Problem in Underdeveloped Areas,” in Aggarwal 
and Smgh (ed.), op. cit. 
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represent higher levels of output winch are . 
only possible by increasing the units of 
capital and labour in the same propor¬ 
tions. Thus points A.B.C, and D show 
fixed combinations of capital and 



fixea comoiuauvu* — -r - K 

labour used to produce different levels of g 

output Qi,Qt.Qt, and Q\ The hne OE 

joining these points is the expansion path 
of the industrial sector and its slope re¬ 
presents constant proportions of the two 

factors. The line K\L\ shows that the pro¬ 
duction process is capital-intensive, more 
capital is required to produce a given out¬ 
put relatively to labour. To produce Q i 

capital stock increases to SFihat it is possible to absorb ^ ~ h ^ M ' PP * 

changes in techniques of production. Thus they would prefer to have 

The production function for the rural 
sector is shown in Fig. 20.2. The isoquant 
curves Gi. Qf Q and 2* show variable 
coefficients of production. In order to 
produce more output, more labour is 
employed in relation to capital (improved 
land). Ultimately, good land becomes 
scarce and all available land is cultivated 
by highly labour-intensive techniques at 
point E where the maximum output level 

Q n is reached. , . . „ 

Given the different production functions 
in the two sectors. Professor Higgins ana¬ 
lyses the process whereby technological 


uical coefficients. 
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dualism has tended to increase unemployment and disguised unemployment in 
the dual economies. Of the two sectors, the industrial sect °^ 
with the aid of foreign capital. Thus mdustr.ahzat.on leads to the: g owtho 
population much in excess of the rate of capital accumulation in 'he mdustnal 
sector. Since this sector uses capital-intensive techniques and fixed '“hmcal co¬ 
efficients, it is not in a position to create employment opportunities at the same 
rate a. which population grows. Rather industrialization may even bring a 
relative decline in the proportion of total employment in 'hat sector. Thus the 
surplus labour has no other alternative except to seek employment in the rural 

Se< Before the start of the expansion process, the rural sector has neither an abun¬ 
dance nor scarcity of factors of production. In the beginning, it may be po^ibleto 
absorb the additional labour force by bringing more land under cu t.va ion. This 
leads to the optimal combinations of labour and capital (improved land) as out¬ 
put increases. Eventually, good land becomes scarce. The ratio of labour^to 
capital available in that sector rises steadily and since technical coefficients are 
available, techniques become increasingly variable in this sector. For exampk, in 
many Asian countries, irrigated rice cultivation has been substituted for shift ng 
dry rice cultivation. Ultimately, all available land is cultivated by highly labour- 
intensive techniques and the marginal productivity of labour declines to zero or 
even below zero. Thus with continuing growth of population, disguised unemp¬ 
loyment begins to appear. Under these circumstances, farmers have no incentive 
either to invest more capital or to introduce labour-saving techniques. Besides, 
there is no available technique to increase the output per man, and no incentive 
on the part of labour to raise production by themselves. As a result, techniques 
of production, man-hour productivity and socio-economic welfare remain at a 
low level in the rural sector. 10 

In the long run. technological progress does not help in removing disguised 
unemployment. Rather, it tends to augment it. Professor Higgins contends that 
during the last two centuries little or no technological progress has occurred in 
the rural sector while there has been rapid technological progress in the indus¬ 
trial sector. This has tended to increase the number of the disguised unemployed. 
The situation is further aggravated by keeping wage rates artificially high by 
trade union activities or by government policy. For, high industrial wage rates 
relative to productivity provide an incentive to entrepreneurs for introducing 
labour-saving techniques and thereby diminish still further the capacity of the 
industrial sector to absorb surplus labour. Accordingly, these factors perpetuate 
the tendency toward technological dualism in underdeveloped countries. 11 


A Critical Appraisal 

ProfC'Sor Higgins tries to present an historical evolution of the modern and 
traditional sectors leading to a steady rise in underemployment in the latter sector. 
Technological dualism appears to be superior to Boekc’s social dualism. It is 
realistic for it takes into account how disguised unemployment gradually arises 


,0 B. Higgins, op. cit., p. 329. 
"Ibid., p. 330. 
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.hA rural sector of the dualistic societies. 

Us Defects But production has taken 

1. Coefficients not Fixed m Industrial Sector. ^ ^ h doublfu l lhal 

p,ace with variable becn acIually carrie d on with fixed coeffi- 

St;,™ « -w-—■«» ite .. 

without any empirical ve,l ^ a ' ,0D . Endowments. This theory indicates 

* - “ u — “ r “” r 

endowments. Moreover there are many institutional and 

^ttxsZ'Srszrzi. w— -.- 

tion that highly capital-intens p techniques that are labour absorbing, 

sector altogether neglects the instance, the Japanese 

AH imported techniques are tr , buled l0 ,hc use of capital-intensive 

agricultural ^elopment «nno^ ^ ^ appllcation of better seeds, improved 

methods of caltiva.ieso .ncreasmg ^' ^''^'"ootC,.rifled. Higgins does not 
32 rmpC'^uU^from technological dualism. 



Chapter 21 

MYRDAL’S THEORY OF BACKWASH EFFECTS 


INTRODUCTION 

P ROFESSOR Gunnar Myrdal maintains that economic development results 
in a circular causation process whereby the rich are awarded more favours 
and the efforts of those who lag behind are thwarted. The backwash effects pre¬ 
dominate and the spread effects are dampened. This tends cumulatively to 
accentuate international inequalities and also leads to regional inequalities with¬ 
in the underdeveloped countries. 

In underdeveloped countries a circular and cumulative process, also known as 
the ‘vicious circle of poverty,’ operates downwards and being unregulated causes 
increasing inequalities. Myrdal believes that ‘our inherited theoretical approach’ 
is inadequate to solve the problem of economic inequalities. “The theory of 
international trade and, indeed, economic theory generally were never worked 
out to serve the purpose of explaining the reality of economic underdevelopment 
and development.*' 1 The reason is that the traditional economic theory is based 
on the unrealistic assumption of stable equilibrium . Professor Myrdal believes 
that it is wrong to apply the notion of stable equilibrium for constructing a 
theory to explain the changes in a social system. If, however, we persist in apply¬ 
ing the stable equilibrium analysis, then “a change will regularly call forth a 
reaction in the system in the form of changes which on the whole go in the 
opposite direction to the first change." 5 “The idea I want to expound in this 
book, writes Myrdal, “is that, on the contrary, in the normal case there is no 
such tendency towards automatic self-stabilisation in the social system. The 
system is not by itself moving towards any sort of balance between forces, but is 
constantly on the move away from such a situation. In the normal case a change 
docs n-u call forth countervailing changes but. instead, supporting changes, 
which move the system in the same direction as the first change but much 
further. Because of such circular causation a social process tends to become 
cumulative and often to gather speed at an accelerating rate." 5 

Another unrealistic assumption which is closely related to the stable equili¬ 
brium approach is the economic factors. The classical economic theory had its 
principal shortcoming in disregarding the non-economic factors which “are 
among the main vehicles for the circular causation in the cumulative processes 
of economic change." It was due to these two unrealistic assumptions that the 


'G. Myrdal. Economic Theory and Underdeveloped Re e ions. 195 ? 
'thid. .p. 13. 

* Ibid . 
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traditional theory failed to state the dynamic problems of economic underdeve¬ 
lopment and development. 

THE MYRDAL THESIS 

Professor Myrdal builds his theory of economic underdevelopment and develop¬ 
ment around the idea of regional inequalities on the national and Mtfmt 
planes. To explain it, he uses the notions of ••backwash and spread effects. 

He defines backwash effects as “all relevant adverse changes .. . of economic 

expansion in a locality . . . caused outside that locality. I include under this label 
Use effects via migration, capital movements and trade as well as the total cumu¬ 
lated effects resulting from the process of circular causation between all the 
factors, "non-economic" as well as ••economic.” The spread effects refer to 
certain centrifugal "spread effects" of expansionary momentum from the centres 
of economic expansion to other regions.” The mam cause of regional inequalities 
according to Myrdal, has been -he strong backwash effects and the weak spread 
effects in underdeveloped countries. We first analyse below the principal forces 
responsible for this phenomenon at the national level and then at the international 

level. 

<a The*genes'is^of**regtonal inequalities within a country has a non-economic basis. 
» ^ Ed with,he capitalist system which is guided by the profit motive. 
The profit motive results in the development of those regions whete the expect 

SL of Profits are high while other regions remain undcrdcvcIoped Pro esso 

Mvrdal attributes this phenomenon to the free play of market forces which tends 
to^increase^ather tban^lccrease regional inequalities. He says. "If things were 
left ,o market forces unhampered by any policy interferences ‘odusinal produc 
lion, commerce, banking, insurance, shipping, and indeed, almos al those 
economic activities which in a developing economy tend to give a bigger than 
return-and. in addition, science, art. literature, education and high 
culture generally—would cluster in certain localities and regions, leaving the rest 
of the country more or less in a backwater."* In this way regional inequalities 
are accentuated when some localities grow at the expense of other regions which 

S X a, B.ckwash Effects of Migration, Capital Movement and Tradc^ Next 
Myrdal analyses the backwash effects of migration, capital movements and trade 

°Vbc tocalMes a'nd regions where economic activity is expanding will attract 

voune and active people from the other parts of the country. This »i | l ^ 
C„ r The developing region and depress economic ac.ivily in the backward 

reition, wherefrom such labour migrates. 

Capital movements also tend to increase regional inequalities. In reg.o 


•Ibid., p. 26. 
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and so on. The scope for better investment in the centres of expansion may 
create capital shortage in the backward regions. “Studies in many countries,’* 
writes Myrdal, “have shown how the banking system, if not regulated to act 
differently, tends to become an instrument for siphoning off the savings from the 
poorer regions to the richer and more progressive ones where returns on capital 
are high and secure.” 6 

Similarly, trade operates with a fundamental bias in favour of the developed 
regions and in disfavour of the less developed regions. The development of 
industries in former regions may ruin the existing industries of the backward 
regions and the poorer regions remain mainly agricultural. According to Myrdal, 
“The freeing and widening of the markets will often confer such competitive 
advantages on the industries in established centres of expansion, which usually 
work under conditions of increasing returns, that even the handicrafts and 
industries existing earlier in the other regions are thwarted_As industrialisa¬ 

tion is the dynamic force in this development, it is almost tautological to state 
that the poorer regions remain mainly agricultural. . In these regions also, not 

only manufacturing industry and other non-agricultural pursuits but agricultural 
itself show a much lower level of productivity than in the richer regions.” 6 

The Spread Effects. About the spread effects, Myrdal writes, “Against the back¬ 
wash effects, there arc, however, also certain centrifugal “spread effects” of 
expansionary momentum from the centres of economic expansion to other 
regions. It is natural that the whole region around a nodal centre of expansion 
should gain from the increasing outlets of agricultural products and be stimulated 
to technical advance all along the line.” 7 There will also be spread effects to 
localities producing raw materials for the growiog industries in the centres and 
those having consumer goods industries will be stimulated. These will overcome 
the backwash effects from the older centres and encourage self-expansion of new 
centres. Similarly, the spread effects flowing from a centre of industrial expansion 
to other localities and regions, operating through increased demands for their 
products and in many other ways, weave themselves into the cumulating social 
process by circular causation. 8 

Backwash vs. Spread Effects. It is. however, not possible that the backwash 
effects and spread effects should be in equilibrium. In support of this. Professor 
Myrdal quotes two broad correlations from the studies of the United Nations 
Economic Commission for Europe: first, regional inequalities are much wider in 
the poorer than in the richer countries; and second, the regional inequalities arc 
increasing in the poorer countries and diminishing in the richer countries. “A 
large part of the explanation for these two broad correlations may be found in 
the important fact that the higher the level of economic development that a 
| country has already attained, the stronger the spread effects will usually be ” 
Because the "development is accompanied by improved transportation and 
communications, higher levels of education and a more dynamic communion of 


‘Ibid., p. 28. 
•Ibid., pp. 28-29. 
'Ibid., p. 31. 
•Ibid. 
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ideas and values-all of which tend to strengthen the forces for the centrifugal 

spread of economic expansion or to remove the obstacles for its operation." As 
such economic development becomes an automatic process once a country has 
reached a high level of development. In contrast, the major cause of the back¬ 
wardness of underdeveloped countries has been the weaker spread effects and 
stronger backwash effects whereby in the cumulative process "poverty becomes 

its own cause.” . 

The Role of the State. National policies have tended to accentuate regional 

inequalities in poorer countries. The free play of market forces and the laissez- 

faire policy have been the two potent forces in creating regional inequalities in 

the nresence of weaker spread effects. Other factors responsible for regional 

disparities in the poorer countries have been‘built-in feudal and other inegali¬ 
tarian institutions and power st-uctures which aid the rich in exploiting the poor.’ 
The governments of underdeveloped countries should, therefore, adopt egalitarian 
policies to weaken the backwash effects and strengthen the spread effects in 
order to bridge regional inequalities and to strengthen the foundations for 
continuous economic progress. In the words of Myrdal. “A higher level of deve¬ 
lopment will strengthen the spread effects and tend to hamper the drift towards 
regional inequalities; this will sustain economic development, and at the same 
time create more favourable conditions for policies directed at decreasing regional 
inequalities still further. The more effectively a national state becomes a welfare 
state . • the stronger will be both the urge and the capacity to counteract the 
blind market forces which tend to result in regional inequalities; and this, again 
will spur economic development in the country, and so on and so on. in circular 

causation.” 

(h\ International Inequalities 

1 International trade may have strong backwash effects on the underdeveloped 
countries, according to Myrdal. At an other place he writes "Trade operates 
(as a rule) with a fundamental bias in favour of the richer and v-.ogressive 
regions (and continues) and in disfavour of the less developed countries. • 
Unhampered trade between two countnes of which one is industrial and the 
other underdeveloped, strengthens the former and impoverishes the latter. The 
rich countries have a large base of manufacturing industries with strong spread 
effects. By exporting their industrial products at cheap rates to underdeveloped 

countries, they have priced out the small-scale industry and handicrafts of the 

latter This has tended to convert the backward countries into the producers of 
primary products for exports. The demand for primary products being inelastic 
In the export market, they suffer from excessive price fluctuations. As a result, 
they are unable to take advantage of either a fall or a rise in the world prices of 
their exports The importing countries take advantage of the cheapening of th.tr 
products because of the inelastic market for their exports. Similar advantages 
follow when there is any technological improvement in their exportP rod “ 
Whrn the world prices of their products rise, they are again unable to benefit 
JJfc.ScS export earnings lead to inflationary pressure, ma,allocation 

•O. My Challenge to Affluence, 1963. 
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of investment expenditure and balance of payments difficulties when they are- 
wasted in speculation, conspicuous consumption, real estate, foreign exchange 
holdings, etc. 

Capital movements have also failed to counteract international inequalities. 
Since advanced countries themselves offer to investors both goods, profits and 
security, capital will shun underdeveloped countries. Capital which flowed to 
underdeveloped countries under the colonial system was mainly directed towards 
primary production for exports. But it tended to affect their economies adversely 
through strong backwash effects. Whatever little was invested by the foreigners 
in the form of roads, ports, railways, etc. was for political stability and econo¬ 
mic profitability of the colonial government. International migration between 
underdeveloped and developed countries is no longer possible as a solution to 
the problem of international inequalities. 

Thus unhampered trade and capital movements which have led to economic 
progress in advanced countries have produced strong backwash effects in the 
underdeveloped countries of the world. "Differences in legislation, administration 
and more generally, in language, in basic values and beliefs, in levels of living, 
production capacities, and facilities, make national boundaries much more effective 
barriers to the spread of expansionary momentum than any demarcation lines 
within one country can be .... Even more important as impediments to the 
spread effects of expansionary momentum from abroad than the boundaries and 
everything they stand for arc the very facts of great poverty and weak spread 
effects within the underdeveloped countries themselves .... Basically, the weak 
spread effects as between countries are thus for the larger part only a reflection 
of the weak spread effects within the underdeveloped countries themselves caused 
by the low level of their development attained. In these circumstances market 
forces will tend cumulatively to accentuate international inequalities.” 10 

A Critical Appraisal 

The Myrdal thesis marks an important departure from the other theories of 
underdevelopment. He beautifully combines national and international forces 
which have tended to keep the underdeveloped countries of the world in the 
cumulative process where 'poverty becomes its own cause.* There is no denying 
the fact that in underdeveloped countries the spread effects are dampened by the 
strong backwash effects. National and international forces tend to perpetuate 
them and thus accentuate regional and world inequalities. Moreover, the free 
play of market forces and unhampered trade have tended to cramp the export 
potential of such countries. As a result, a Great Gap has developed between 
imports and exports of underdeveloped countries which has made their economic 
development a costly and lengthy affair. Even empirical evidence indicates that 
the Myrdal thesis has been vindicated. 


“G. Myrdal. op. cit., pp. 54-55. 
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6. It is assumed that the marginal productivity of labour becomes zero at 
some point. If population exceeds the quantity at which the marginal produc¬ 
tivity of labour becomes zero, labour can be transferred to the industrial sector 
without loss in agricultural output. 

7. The output of the industrial sector is a function of capital and labour 
alone. Land has no role as a factor of production. 

8. Population growth is taken as an exogenous phenomenon. 

9. The real wage in the industrial sector remains fixed and is equal to 'the 
initial level of real income in the agricultural sector. They call it the institutional 
wage. 

10. Workers in either sector consume only agricultural products. 

Given these assumptions, Fei and Ranis analyse the development of a labour- 
surplus economy into three phases. In the first phase, the disguised unemployed 
workers, who are not addiog to agricultural output, are transferred to the indus¬ 
trial sector at the constant institutional wage. In the second phase, agricultural 
workers add to agricultural output but produce less than the institutional wage 
they get. Such workers are also shifted to the industrial sector. If the migration 
of workers to the industrial sector continues, a point is eventually reached when 
farm workers produce output equal to the institutional wage. This begins the 
third phase which marks the end of the take-off and the beginning of the self- 
sustained growth when farm workers produce more than the institutional wage 
they get. In this phase, the surplus labour is exhausted and the agricultural 
sector becomes commercialised. 

Figure 21.1 (A) shows the functioning of the agricultural sector where 

agricultural goods are produced by the 
application of labour (L) and land (Z). 
Labour is measured on the horizontal 
axis and land on the vertical axis. The 
ray OR shows the stage of production. 
The curve ABC is the production con¬ 
tour of agricultural goods. Assuming land 
to be fixed at OZ, labour ON x pro¬ 
duces the maximum output. The total 
productivity of labour is represented by 
the TP curve in Figure 21.1(B). If more 
labour is employed beyond N x with land 
OZ t production would not increase. This 
is because the total productivity of labour 
becomes constant beyond point A/ on the 
TP curve. Assuming that ON z is the total 
labour force engaged in agriculture, ON x 
is the non-redundant labour and 7V,V 2 is 
the redundaot labour force. N X N« number 
of workers do not make any positive con¬ 
tribution to output and their marginal 
physical productivity approaches zero 
beyond point M on the TP curve. Such workers are disguised unemployed. 

Economic development takes place when these workers are shifted from the 
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agricultural sector to the industrial sector in three phases. This is illustrated in 
Figure 21.2(A), (B) and (C) where Panel (A) depicts the industrial sector and 
Panels (B) and (C) the agricultural sector. 

Let us take Panel (C) where the labour force in the agricultural sector is 
measured from right to left on the horizontal axis ON and agricultural output 
downward from O on the verfical axis 


OY. The curve OCX is the total 
physical productivity curve (TPP) 1 of 
the agricultural sector. The horizon¬ 
tal portion CX of the curve shows 
that the total productivity is constant 
in this region so that the marginal 
productivity of MN labour is zero. 
Thus MN labour is surplus and its 
withdrawal to the industrial sector 
will not affect agricultural output. If, 
however, it is presumed that the entire 
labour force ON is engaged in the 
agricultural sector, it produces NX 
total agricultural output. Assuming 
that the entire output NX is con¬ 
sumed by the total labour force ON, 
the real wage is equal to NX/ON or 
the slope of the ray OX. This is the 
institutional wage. 

The allocation process in three 
phases during the take-ofF is depicted 
in Panel ( B) of the Figure 21.2 where 
the total labour force is measured 
from right to left on the horizontal 
axis ON and the average output on 
the vertical axis NV. The curve 
NMRU represents the marginal physi¬ 
cal productivity of labour (MPP) in 
the agricultural sector. NW is the insti¬ 
tutional wage at which the workers 
are employed in this sector. 
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In phase I, NM workers are disguised unemployed. Their marginal physical 
productivity is zero, as shown by NM portion of the MPP curve in Panel ( B ) or 
CX portion of the TPP curve of Panel (C). This redundant labour force NM is 
transferred to the industrial sector shown as OM in Panel ( A) at the same 
institutional wage 0 H'(=A , W / ). 

In Phase II, the MPP of agricultural workers MK is positive in the rang MK 
on the MPP curve NMRU but is less than the institutional wage KR(=NW), 
they get as shown in Panel (B). So they are also disguised unemployed to some 
extent and are shifted to the industrial sector. But the nominal wage in the 


•It \t the inverted OTP cu*ve of Figure 21.1(B). 




THE ECONOMICS OP DEVELOPMENT AND PLANNING 


iv 

industrial sector will not equal the institutional wage in this phase. This is 
because agricultural output declines with the transfer of labour to the industrial 
sector. As a result, there is a shortage of agricultural commodities leading to 
rise in their prices relative to industrial goods. This leads to the worsening of 
the terms for the industrial sector, thereby requiring a rise in the nominal 
wage in the industrial sector. The nominal wage rises above the institutional 
wage OW to LH and KQ. This is shown by the upward movement of the supply 
curve of labour from WT to H and Q, as ML and LK labour gradually shifts to 
the industrial sector in Panel {A). The movement on the supply curve of labour 
WTW X from T upward is “the Lewis turning point.” 

When Phase III begins, agricultural workers start producing agricultural out¬ 
put equal to the institutional wage and ultimately more than the institutional 
wage they get. This marks the end of the take-off and the beginning of the self- 
sustained growth. This Is shown by the rising portion RU of the MPP curve in 
Panel ( B) which is higher than the institutional wage KR(—NW). Consequently 
KO of labour will be shifted from the agricultural sector to the industrial sector 
at a rising nominal wage above KQ in Panel (A) of the 6gure. This leads to the 
exhaustion of the surplus labour in the agriculture sector which becomes fully 
commercialised. According to Fei and Ranis, “The 'exhaustion of the labour 
surplus’ must be interpreted primarily as a market phenomenon rather than as a 
physical shortage of manpower, it is indicated by an increase in the real wage at 
the source of supply.” 

Fei and Ranis point out that as agricultural workers are shifted to the indus¬ 
trial sector, there begins a surplus of agricultural commodities. This leads to the 
total agricultural surplus or TAS in the agricultural sector. The excess portion 
of total agricultural output over the consumption requirements of the agricul¬ 
tural labour force at the institutional wage is the TAS. The amount of TAS is a 
function of the number of workers shifted to the industrial sector in each phase 
of the development process. The TAS is measured in Panel (C) of the figure by 
the vertical distance between the line OX and the TPP curve OCX. In phase I 
when NM labour is tiansferred, the TAS is BC. In phase II, as ML and LK 
workers are shifted to the industrial sector, DE and FG amount of TAS arise. 
“TAS may be viewed as agricultural resources released to the market through 
the re-allocation of agricultural workers. Such resources can be shiphoned off by 
means of the investment activities of the landlord class and/or government tax 
policy and can be utilised in support of the new industrial arrivals.” 

There is also the average agricultural surplus or the AAS. The AAS Is the 
total agricultural surplus available per head to workers allocated to the indus¬ 
trial sector. It is as if each allocated worker carries his own subsistence bundle 
along with him The AAS curve is depicted as WASO curve in Panel ( B) of the 
figure. In phase /, the AAS curve coincides with the institutional wage curve 
WA. In Phase II, when MK workers are transferred to the industrial sector, the 
AAS begins to fall from A to 5 in Panel ( B) while TAS is still rising from BC to 
DE to FG in Panel (C). 

In Phase III, AAS declines more rapidly from S to O in Panel ( B ) and TAS 
also declines as shown by dotted lines in Panel (C) below Phase III of Panel 
(B). The decline in both AAS and TAS is due to the rise in the MPP if agricul¬ 
tural workers by more than the institutional wage which ultimately leads to the 
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transfer of the remaining surplus labour to the industrial sector. 

Fei and Ranis call the boundary between phases I and II as the "shortage 
point” when shortages of agricultural goods begin as indicated by the fall of the 
AAS (the portion AS of WASO curve) below the minimum institutional wage 
(NW). And the boundary between phase II and III as the “commercialisation 
point” which signifies the beginning of equality between MPP and the institu¬ 
tional wage in agriculture. Thus the Lewis turning point coincides with the 
shortage point of Fie and Ranis, and the increase in the industrial wage is 

speeded up at the commercialisation point. 

They show that if agricultural productivity is increasing, the shortage point 
and the commercialisation point coincide. This is because with the increase in 
agricultural productivity the rise in MPP enables their output to rise to the level 
of the institutional wage more quickly. It may be viewed as the shifting of MRU 
curve upward to the left in Figure 21.2(B). On the other hand, the AAS increases 
with the increase in total physical productivity. The means that the *$0 curve 
in Figure 21.2(B) shifts upward to the right. If the rise in productivity is sufficient, 
the MRU and ASO curves in Figure 21.2(B) will so shift upward that the shortage 
point A and the commercialisation point R coincide and phase II is eliminated. 
So far as the industrial sector is concerned, the increase in agricultural produc¬ 
tivity has the effect of raising the industrial supply curve after the turning pent. 
This can be viewed as the shifting of the MTH', curve downward to the right 
below point T in Figure 21.2(A). According to Fei and Rams. “The economic 
significance of the equality between our turning point and the commercialisation 
point is that, after the turning point, the industrial supply curve of labour finally 
rises as we enter a world in which the agricultural sector is no longer dominated 
by non-market institutional forces but assumes the characteristics of a commer¬ 
cialised capitalist system.” In other words, the economic significance of the 
elimination of the second phase is that it enables the economy to move smoothly 
into self sustained growth. 

Balanced growth. Fei and Ranis have further shown that their model satisfies 
the conditions of balanced growth during the 
take-off process. Balanced growth requires 
simultaneous investment in both the agricul- g 
tural and industrial sectors of the economy. £ 

This is illustrated in Figure 21.3 where PP is the § 
initial demand curve for labour and S,5, the ^ 
initial fupply curve of labour. They intersect at ? 
a where OM labour force is employed in the a 
industrial sector. At this level of employment, 5 
the industrial sector is getting a profit equal to 
the area S t aP. This profit is the total investment 

fund available to the economy during the take¬ 
off process. A part of this fund is allocated to labour rORC£ 

the agricultural sector thereby raising agricul- RG 21 3 

tural productivity and shifting the supply curve 

of labour in the industrial sector downward to the right from S.S, to S.S.. The 
remaining part of the investment fund is allocated to the industrial sector, there¬ 
by shifting the industrial demand curve upward to the right from PP to P x l\. 
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The S,S, and P,P, curves intersect at a' lying on the 

S,a, At a' the industrial sector absorb ML labour force which has been re- 

feared by the agricultural sector as a result of rise in 

following the allocation of investment fund to it. In Fig. 21.3, ML la 

absorbed in the industrial sector exactly equals the labour force ML released 

from the agricultural sector in Figure 21.2(B). . 

Thus as investment funds are continued to be allocated tobo ' hscC '°” 
through time, the economy will move on the balanced-growth path But there 
is every likelyhood for the actual growth path to deviate from the ba,anc ~ 
growth path from time to time. "Such a deviation, however, will call into play 
countervailing equilibrating forces which tend to bring it back to the balance ‘ 
growth path. The actual path is, in fact, likely to be oscillating around 
the balanced-growth path" For example, if as a result of overinvestment in the 
industrial sector, the demand curve for labour shifts to P,P, and intersects the 
supply curve of labour S,S, at a,, the actual growth path will be above the 
balanced growth path. This will lead to a shortage of agricultural goods, to a 
deterioration of the terms of trade of the industrial sector and to a rise in the 
wage rate in this sector. This will discourage investment in the industrial sector 
and encourage investment in the agricultural sector and thereby bring the 
actual path to the level of the balanced growth path a,. 


A Critical Appraisal 

The Fie-Ranis model is an improvement over the Lewis model. The Lewis 
model ignores the development of the agricultural sector and concentrates ex • 
clusively on the industrial sector. The Fei-Ranis model shows the interaction 
between the two sectors in initiating and accelerating development. Moreover, 
its explanation of the Lewis turning point is more realistic. But the major 
merit of the theory is that it shows the importance of agricultural products in 
capital accumulation in underdeveloped countries. 

Despite these merits, the model is not free from criticisms which are discussed 
below. 

1. Supply of Land not Fixed. Fie and Ranis begain with the assumption 
that the supply of land is fixed during the development process. In the long run, 
the amount of land is not fixed, as the statistics of crop acreage in many Asian 
countries reveal. For instance, the index number of area under crops (base 
1961-62) in India rose from 82 in 1950-51 to 107.3 in 1970-71. 

2. Institutional Wage not above the MPP. The Model is based on the 
assumption of a constant institutional wage which is above the MMP during 
phase I and II of the development process. There is no empirical evidence to 
support this assumption. In fact, in labour surplus underdeveloped countries, 
wages paid to the agricultural workers are much below their MPP. 

3. Institutional Wage not Constant in the Agricultural Sector. The 
theory assumes that the institutional wage remains constant in the first two 
phases even when agricultural productivity increases. This is higly unrealistic 
because with a general rise in agricultural productivity, farm wages also tend 
to rise. For instance, the daily real wage rates (at 1966 prices) of agricultural 
workers for various farm operations in Punjab during the period of the green 
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revolution (1967-72) increased by 41.7 per cent to 52.2 per cent. 4 

4. Closed Model. According to Fie and Rams, the terms of trade move 
against the industrial sector in the second phase when agricultural output 
declines and prices of agricultural commodities rise. This analysis is based on 
the assumption of a closed economy where foreign trade does not exist. Bm 
this assumption is unrealistic because underdeveloped countries are not close 
but open economies which import agricultural commodities when their shortages 

^'^ Commercialisation of Agriculture Leads to Inflation. According to 

the theory, when the agricultural sector enters the third phase. ilbMinM 
commercialised. But the economy is not likely to move smoothly into self, 
sustained growth because inflationary pressures will start. When uVMta 
shift to the industrial sector, the agricultural sector will " P "" n “ Sh ° f r ' 8 ' 
labour. In the meantime, the inslitutional wage also equals the MPP of workers 
and the shortage of agricultural products arises. All these factors will tend to 

create inflationary pressures within the economy. 

6 MPP -t Zero Fei and Ranis observe that "with a fixed amount of 

land, there will be some size of population which is large enough to render 
MPP zero." But Schultz does not agree that in labour-surplus economies the 
MPP is zero. According to him. if it were so. the institutional wage would also 
be zero. The fact is that every worker receives a m mmum wage, may be in 
kind, if not in cash. Thus it is wrong to say that the MPP is zero in the agncul- 

‘ U Conclusion. However, these limitations do not undermine the j®P°rtance o f 
the Fie-Ranis model for the economic development of C °“"‘ 

It systematically analyses the development process from the ' ’ 

sustained growth through the interaction of the agricultural and industrial 
sectors of an underdeveloped economy. 


• - c.'err, Rpv iIj' od and ihcir cootributioi lo 
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PART THREE 

SOME GROWTH MODELS 




Chapter 22 

THE HARROD-DOMAR MODELS 


T HE Harrod-Domar 1 models of economic growth are based on the experiences 
of advanced economies. They are primarily addressed to an advanced 
capitalist economy and attempt to analyse the requirements of steady growth in 
such economy. 

Requirements of Steady Growth . 

Both Harrod and Domar are interested in discovering the rate of income 
growth necessary for a smooth and uninterrupted working of the economy. 
Though their models differ in details, yet they arrive at s.mdar conclusion^ 
Harrod and Domar assign a key role to investment » the process of econotmc 
erowth. But they lay emphasis on t .e dual character of investment. Firstly , 
creates income,'anif secondly, it augments the 

by increasing its capital stock. The former may be regarded as the demand effect 
and the latter the Supply &«' of investment Hence so l0 ^ aS ne ' 1 “ VCS ^ n 
is taking place, real income and output will continue to expand. However, lor 

fluent neriods and moving the economy off the equilibrium path of steady gro th. 
of growth or "the full capacity growth rate.” 

^7 molls constructed by Harrod and Domar are based on the following 

3SS (“Ce is an initial full employment equilibrium level of income. 

(2) There is the absence of govern. ‘"'omywhl has no foreign trade. 

betlen invent and crearion of 

•R.F. Harrod. "Toward^ 

Economic Essays. Evsey Domar P collected in his &» ■>» th, Th,or, of 

sr tsssese: *- “ * nd iv - 



168 THB ECONOMICS OP DBVBLOPMENT AND PLANNING 


productive capacity. 

(5) The average propensity to save is equal to the marginal propensity to save. 

(6) The marginal propensity to save remains constant. 

(7) The capital coefficient, i.e., the ratio of capital stock to income is assumed 
to be fixed. 

(8) There is no depreciation of capital goods which are assumed to possess 
infinite life. 

(9) Saving and investment relate to the income of the same year. 

(10) The general price level is constant, i.e. t the money income and the real 
income are the same. 

(11) There are no changes in interest rates. 

(12) There is a fixed proportion of capital and labour in the productive 
process. 

(13) Fixed and circulating capitals are lumped together under capital. 

Lastly, there is only one type of product. 

All these assumptions are not necessary for th: final solution of the problem; 
nevertheless they serve the purpose of simplifying the analysis. 

THE DOMAR MODEL 

Domar builds his model arround the following question: since investment gene¬ 
rates income on the one hand and increases productive capacity on the other, 
at what rate investment should increase in order to make the increase in income 
equal to the increase in productive capacity, so that full employment is maintained ? 

He answers this question by forging a link between aggregate supply and 
aggregate demand through investment. 

Increase in Productive Capacity. Domar explains the supply side like this. Let 
the annual rate of investment be I, and the annual productive capacity per dollar 
of newly created capital be equal on the average to s (which represents the ratio 
of increase in real income or output to an increase in capital or is the reciprocal 
of the accelerator or the marginal capital-output ratio). Thus the productive 
capacity of / dollar invested will be l.s. dollars per year. 

But some new investment will be at the expense of the old. It will, therefore, 
compete with the latter for labour markets and other factors of production. As 
a result, the output of old plants will be curtailed and the increase in the annual 
output (productive capacity) of the economy will be somewhat less than l.s. This 
can be indicated as Io, where o (sigma) represents the net potential social average 
productivity of investment (= A T//). Accordingly Io is less than l.s. Io is the total 
net potential increase in output of the economy and is known as the sigma effect. 
In Domar’s words this “is the increase in output which the economy can pro¬ 
duce;” it is the “supply side of our system.” 

Required Increase in Aggregate Demand. The demand side is explained by the 
Keynesian multiplier. Let the annual increase in income be denoted by A Y and 
the increase in investment by A I and the propensity to save by a (alpha) 
(= AS/A Y). Then the increase in income will be equal to the multiplier (1/a) 


THE HARROD -DOMAR MODELS 169 


times* the increase in investment. 

AY=AI± 

Equilibrium. To maintain full employment equilibrium level of income aggre¬ 
gate demand should be equal to aggregate supply. Thus we arr.ve at th ejunda- 
mental equation of the model: 

b.1 

Solving this equation by dividing both sides by / and multiplying by « we get: 

AU.," 

This equation shows that to maintain full employment the growth rate of net 
investment (All!) must be equal to ao (the MPS times the producti- 
XTcap taT" ££ a, which investment must grow to assure the use 
0 f y ° cmi apacity in order to maintain a steady growth rate of the economy 

-« -r 1 “ aast ex 

full employment is proXctlv^JpacUy^bylhe amount 

dollar* should be ‘“^^“^^ 4.5 billion dollars, and the national 

'income^will have ,0 rise by the same amount. But the relative rise in income will 
equal the absolute increase divided by the tncome itself. I.e., 


150x 


•tfo * =, - M 0 - x ,V. -*<xa -*3 per cent 


150 


Thus in order to maintain full employment, income must grow at a rate of 

rs ^.35: 

[han ao, the economy would experience boom and when £/// >s less 
would suffer from depression. 


T %™ a fessorR.F. Harrod tries to show in his model how steady {l.e., equilibrium) 
growth may 1 occur in the economy. Once the steady growth rate .s interrupted 
and the economy falls into disequilibrium, cumulative forces tend to perpetuate 
this divergence thereby leading to either secular deflation or secular 

The Harrod Model is based upon three distinct rates of growth. Firstly, there 
factual growth rate represented by C which .s determined by the saving ratio 
and .hetpital-ou.pu. ratio. I. shows sho,t-run cyclical variations in the rate 
of growth. Secondly, there is the warranted growth rate represented by Gw which 
is the full capacity growth rate of income of an economy. Lastly, thett is the 
2r I growth rate represented by Gn which is regarded as The welfare optimum 
by Harrod.- It may also be called the potential or .be full employment rate 


•Since « is marginal propensity lo save. l/« is the same as 1/(1 MPC). 

••If we multiply both sides by 1/.. .hen which is also equal .o A P. 

■R.F. Harrod, Second Essay in Dynamic Economics. Economic Journal, June 1960 
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of growth. 

The Actual Growth Rate. In the Harrodian model the first fundamental equa¬ 
tion is: 

GC=s ...( 1 ) 

where G is the rate of growth of output in a given period of time and can be 
expressed as A Y/Y\ C is the net addition to capital and is defined as the ratio of 
investment to the increase in income, ie., //A Y and s is the average propensity 
to save, i.e. y S/ Y. Substituting these ratios in the above equation we get: 


AT v 

Y * Af Y 


-p-= -p- or l=S 


The equation is simply a re-statement of the truism that expost (actual, realized) 
savings equal expost investment. 

The above relationship is disclosed by the behaviour of income. Whereas S 
depends on Y, I depends on the increment in income (A Y), the latter is nothing 
but the acceleration principle. 

The Warranted Rate of Growth. The warranted rate of growth is, according to 
Harrod, the rate “at which producers will be content with what they are doing.’* 
It is the “entrepreneurial equilibrium; it is the line of advance which, if achieved, 
will satisfy profit takers that they have done the right thing.” Thus this growth 
rate is primarily related to the behaviour of businessmen. At the warranted rate 
of growth, demand is high enough for businessmen to sell what they have pro¬ 
duced and they will continue to produce at the same percentage rate of growth. 
Thus it is the path ou which the supply and demand for goods and services will 
remain in equilibrium, given the propensity to save. The equation for the warranted 
rate is 


GwCr=s •••(2) 

where Gw is the “warranted rate of growth” or the full capacity rate of growth 
of income which will fully utilize a growiog stock of capital that will satisfy the 
entrepreneurs with the amount of investment actually made. It is the value of 

Y/Y. Cr, the ‘capital requirements,* denotes the amount of capital needed to 
maintain the warranted rate of growth i. e. t required capital-output ratio. 3 It is 
the value of // a Y, or C, s is the same as in the first equation i.e. t S/Y. 

The equation, therefore, states that if the economy is to advance at the steady 
rate of Gw that will fully utilize its capacity, income must grow at the rate of 
s!Cr per yea:, i.e., Gw=sfCr. 

If income grows at the warranted rate, the capital stock of the economy will 
be fully utilised and entrepreneurs will be willing to continue to invest the amount 
of saving generated at full potential income. Gw is therefore a self-sustaining rate 
of growth and if the economy continues to grow at this rate it will follow the 
equilibrium path shown in Fig. 22.1. In the figure, the horizontal axis represents 
income and the vertical axis saving and investment. The change in income from 
Y l to Y 3 induces investment h to equal savings S, at A(YJ. This investment, in 
turn, raises income to Y 3 and Y 3 induces / 3 to equal S 9 at B(Y 3 ). I 2 in turn raises 


•O is defined by Harrod as “chc value of capi.al required to produce a unit increment of 
output. Towards a Dynamic Economics, p. 81. 
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vestment line (f) and the line parallel 
to the y-axis indicates the required 
investment that is forthcoming. ‘The 
greater the proportion of savings, the 
greater must the rate of increase in 
output be to induce sufficient invest¬ 
ment to maintain equilibrium if we 
assume no change in the investment 
coefficient’ 

Genesis of Long-run Disequilibria. 

For full employment equilibrium gro¬ 
wth, the actual growth rate G must 
equal Gw, the warranted rate of growth 

that would give steady advance to the 

economy and C (the actual capital 
goods) must equal Cr (the required 

capital goods for steady growth). 

If G and Gw are not equal, the economy will be in disequilibrium. For instance, 
if G exceeds Gw, then C will be less than Cr. When G>Gw. shortages result. 
“There will be insufficient goods in the pipeline and/or insufficient equipment. 
Such a situation leads to secular inflation because actual income grows at a faster 
rate than that allowed by the growth in the productive capacity of the economy. It 
will further lead to a deficiency of capital goods, the actual amount of capital 

goods being less than the required capital goods (C<CrhUnder the circums¬ 
tances desired (planned, iotended or ex-ante) investment Cr would be greater 
than realized (expost) investment C. and production would fall short of aggregate 

demand. There would thus be chronic inflation.* 

if on the other hand, G is less than Gw. then C is greater than Cr. Such a 
situation leads to secular depression because actual income grows more slowly 
than what is required by the productive capacity of the economy leading to an 
excess of capital goods (C>Cr). This means that desired investment is less than 
realized investment and that the aggregate demand falls short of aggregate supply. 
The result is fall in output, employment and income. There would thus be chronic 

de Har S rod D states that once G departs from Gw. it will depart farther and farther 
away from equilibrium. He writes: "Around that line of advance which if adhered 
,o would alone give satisfaction, centrifugal forces are at work^Tjhu's 
system to depart further and further from the required line ol advance. Thus 
the equilibrium between G and Gw is a knife-edge equilibnum. It follows that one 
of the major tasks of public policy is to bring G and Gw together in °' dtr t0 
maintain long-run stability. For this purpose, Harrod introduces h.s third concept 

•Demur .ho considers this possibility, when / grows at a faster rale than an. 

•In Domar** model this situation appears when / grows at a rate less than o . 

•Ibid., p. 86. 
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of the natural rate of growth. 

The Natural Rate of Growth. It “is the rate of advance which the increase of 
population and technological improvements allow.” The natural rate of growth 
depends on the macro variables like population, technology, natural resources 
and capital equipment. In other words, it is the rate of increase in output at full 
employment as determined by a growing population and the rate of technological 
progress. The equation for the natural rate of growth is 

Gn. Cr=or^s 

Here Gn is the natural or full employment rate of growth. 

Divergence of G, Gw and Gn. Now for full employment equilibrium growth 
Gn = Gw =G. But this is a knife-edge balance. For once there is any divergence 
between natural, warranted and actual rates of growth conditio ns of secular 
stagnation or inflation would be generated in the economy. If (7 > Gw, investment 
increases faster than saving 7 and income rises faster than Gw. If G<Gw, saving 
increases faster than investment and rise of income is less than Gw. Thus Harrod 
points out that if Gw>Gn secular stagnation will develop. In such a situation 
Gw is also greater than G because the upper limit to the actual rate is set by the 
natural rate as shown in Fig. 22.2(A). When Gw exceeds Gn, C>Cr and there 
is an excess of capital goods due to a shortage of labour. The shortage of labour 
keeps the rate of increase in output to a level less than Gw. Machines become 
idle and there is excess capacity. This further dampens investment, output, em¬ 
ployment and income. Thus the economy will be in the grip of chronic depression. 
Under such conditions saving is a vice. 

If Gw<Gn, Gw is also less than G as shown in Fig. 22.2(B). The tendency is 
for secular inflation to develop in the economy. When Gw is less than Gn, C<Cr. 


(A) 


Gw 


Gn 



(B) 

- Gn 

-Gw 


0 


Time 
FIG. 22.2 


There is a shortage of capital goods and labour is plentiful. Profits are high since 
desired investment is greater than realised investment and the businessmen have 
a tendency to increase their capital stock. This will lead to secular inflation. In 
such a situation saving is a virtue for it permits the warranted rate to increase. 

’In the Harrodian sense, exposr investment (C) is identical with saving so that the differ¬ 
ence between C and Cr is a difference between saving and investment. 
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This instability in Harrod’s model is due to the rigidity-of 
tinns They arc a fixed production function, a fixed saving ratio, and UM 
growth rate of labour force. Economists have attempted to relieve this r ' g ' d,t * 
bv permitting capital and labour substitution in the production function, by 
making the saving ratio a function of the profit rate and the growth rate of labour 
force as a variable 'n .hc growth process. ^ ^ ^ js , virtue in any infla . 

tionary'gap'economy and vice in a deflationary gap economy. Thus in an advan¬ 
ced economy, s has to be moved up or down as the st.ua.ton demands. 

A Comparative Study of the two Modeb 

Points of Similarity 

The Domir Model 
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factors of production which reduces Domar’s growth rate from r=as to r— ac. 
Since labour is involved in <x therefore Doraar’s potential growth rate resembles 
Harrod’s natural rate. We may also say that the excess of s over a in Domar’s 
model expresses the excess of Gw over Gn in Harrod’s model. 

Points of Difference. There are, however, important differences in the two 
models. 

(1) Domar assigns a key role to investment in the process of growth and 
emphasises on its dual character. But Harrod regards the level of income as the 
most important factor in the growth process. Whereas Domar forges a link bet¬ 
ween demand and supply of investment, Harrod, on the other hand, equates 
demand and supply of saviog. 

(2) The Domar model is based on one growth rate r-aa. But Harrod uses 
three distinct rates of growth: the actual rate (G), the warranted rate (Gw) and 
the natural rate (Gn). 

(3) Domar uses the reciprocal of marginal capital-output ratio, while Harrod 
uses the marginal capital-output ratio. In this sense Domar’s a - 1/Cr of Harrod. 

(4) Domar gives expression to the multiplier but Harrod uses the accelerator 
about which Domar appears to say nothing. 

(5) The formal identity of Harrod’s Gw equation and Domar’s equation is 
maintained by Domar’s assumption that A1/1= AY/Y. But Harrod does not 
make such assumption. In Harrod’s equilibrium equation Gw, there is neither 
any explicit or implicit reference to AI or /. It is, however, in his basic equation 
G=s/C that there is an implicit reference to /, since C is defined as I/A Y. But 
there is no explicit or implicit reference to AI. 

(6) For Harrod the business cycle is an integral part of the path of growth 
and for Domar it is not so, but is accommodated in his model by allowing a 
(average productivity of investment) to fluctuate. 

(7) While Domar demonstrates the technological relationship between capital 
accumulation and subsequent full capacity growth in output, Harrod shows in 
addition a behavioural relationship between rise in demand and hence in current 
output on the one hand, and capital accumulation on the other. In other words, 
the former docs not suggest any behaviour pattern for entrepreneurs and the 
proper chance in investment comes exogenously, whereas the latter assumes a 
behaviour pattern for entrepreneurs that induces the proper change in investment. 

Limitations of these Models 

Some of the conclusions depend on the crucial assumptions made by Harrod 
and Domar which make these models unrealistic: 

(1) Propensity to Save and Capital-Output Ratio are not Constant. The pro¬ 
pensity to save (a or s) and the capital-output ratio (o) are assumed to be cons¬ 
tant. In actuality, they arc likely to change in the long run and thus modify the 
requirements for steady growth. A steady rate of growth can, however, be main¬ 
tained without this assumption. As Domar himself writes, “This assumption is 
n?t necessary for the argument and that the whole problem can be easily rework¬ 
ed with variable a and a.” 

(2) Labour and Capital cannot be used in Fixed Proportions. The assumption 
that labour and capital are used in fixed proportions is untenable. Generally, 
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labour can be substituted for capital and the economy can move more smoothly 
towards a path of steady growth. In fact, unlike Harrod's model, this path is not 
so unstable that the economy should experience chronic inflation or unemploy¬ 
ment if G does not coincide with Gw. 

(3) Prices do not Remain Constant. The two models also fail to consider 
changes in the general price level. Price changes always occur over time and may 
stabilize otherwise unstable situations. According to Meier and Baldwin, “If 
allowance is made for price changes and variable proportions in production, then 
the system may have much stronger stability than the Harrod model suggests. 

(4) Interest Rates Change. The assumption that there are no changes in inte¬ 
rest rates is irrelevant to the analysis. Interest rates change and afreet investment. 
A reduction in interest rates during periods of overproduction can make capital- 
intensive processes more profitable by increasing the demand for capital and 
thereby reduce excess supplies of goods. 

(5) Government Programmes cannot be Ignored. The Harrod-Domar models 
ignore the effect of government programmes on economic growth. If, for instance, 
the government undertakes a programme of development, the Harrod-Domar 
analysis does not provide us with causal (functional) relationship. 

(6) Entrepreneurial Behaviour cannot be Neglected. It also neglects the entre¬ 
preneurial behaviour which actually determines the warranted growth rate in the 
economy. This makes the concept of the warranted growth rate unrealistic. 

(7) Failure to Distinguish between Capital Goods and Consumer Goods. The 
Harrod-Domar models have been criticised for their failure to draw a distinction 
between capital goods and consumer goods. 

(8) According to Professor Rose, the primary source of instability in Harrod s 
system lies in the effect of excess demand or supply on production decisions and 
not in the effect of growing capital shortage or redundancy on investment 
decisions. 

Despite these limitations. “Harrod-Domar growth models,** writes Prof. 
Kurihara. “are purely laissez-faire ones based on the assumption of fiscal neutra¬ 
lity and designed to indicate conditions of progressive equilibrium for an advan¬ 
ced economy.” They are important “because they represent a stimulating attempt 
to dynamize and secularise Keynes* static short-run saving and investment 
theory.” 8 

Application of Harrod-Domar Models to Underdeveloped Countries 

Growth theory in advanced economies has been associated with three princi¬ 
pal concepts: the saving function, autonomous vs. induced investment and the 
productivity of capital. The Harrod-Domar models are based on these concepts 
and were primarily developed in order to illuminate secular stagnation that was 

threatening the advanced economies in the post-war period. The application < f 

these models has now been extended to the development problems of underdeve¬ 
loped economies. As Hirschraan writes: “The Doraar model, in particular, has 
proved to be remarkably versatile, it permits us to show not only the rate at 
which the economy must grow if it is to make full use of the capacity created bv 


'Kurihara, op. cit., p. 153. 
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new investment but inversely, the required savings and the capital-output ratios 
if income is to attain a certain target growth rate. In such exercises, the capital- 
output ratio is usually assumed at some value between 2.5 and 5; sometimes 
several alternative projections are undertaken; with given growth rates, overall or 
per capita, and with given population projections, in the latter case, total capital 
requirements for five- or ten-year plans are then easily derived.”® Let us see how 
these models can be used for planning in underdeveloped countries. 

Suppose the capital-output ratio is assumed to be 4:1 and the full capacity 
growth rate or the warranted growth rate is estimated at 3 per cent per annum 
for the economy. By applying either the Harrod or the Domar formula, the plan¬ 
ners can find out the saving-income ratio required to sustain the growth rate of 
3 per cent per annum. 

In Harrod’s model: 

Gw.Cr=s and by applying the assumed rates we get, 

3 /100x4/1 =12/100 or 12 per cent which is the saving-income ratio. 

Similarly, in Doraar’s model: 

A17 «*• 

— 3/100x4/1 = 12/100 or 12 per cent (a being the reciprocal of Harrod’s Cr). 

Thus, if the capital-output ratio is assumed as 4:1 in an economy, the commu¬ 
nity will have to save 12 per cent of its annual income, if its annual growth rate 
of output is to be 3 per cent. Let us work it out in practice. Given the saving 
ratio and the capital-output ratio, the Harrod formula for calculating the growth 
rate is 

Gw-sICr, if s is 12 per cent and the value of Cr 4, then 

Gw »12/4 =3 per cent. 

Sir Roy Harrod in the Second Essay on Dynamic Theory 10 has tried to make 
his model more applicable to underdeveloped countries. He has elaborated the 
supply side of his fundamental equation by introducing the role of interest rate in 
determining the supply of savings and the demand for savings. The natural rate 
of interest rn is defined as the ratio of the natural growth rate of per capita output 
Pc and the natural growth rate of income Gn to the elasticity of diminishing uti¬ 
lity of income e. Thus 

Pc.Gn 

rn= - 

e 

Taking the values of Pc and Gn as given, the natural rate of interest depends on 
the value of e which is assumed to be less than unity, rn and e are inversely 
related to each other. When e is small, rn is high and vice versa. 

The capital requirements, Cr, depend on the rate of interest, Cr-f{rn). Rather, 
Cr is a decreasing function of rn. The higher the rate of interest, the lower the 
capital requirements, and vice versa. 

The savings requirements Sr, like Cr, are also of much importance in under¬ 
developed countries. But the average propensity to save s is not necessarily equal 
to social requirements of savings, Sr. The actual savings S may be greater or less 

•A.O. Hirschman, op. cir., pp. 31-32. 

•As per equation (3) page 173 above. 

,0 Op. cil. 
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than Sr, I.e, S*Sr. If S>Sr then (7 h»>(7/i which means that actual Saviogs 
being larger in the community, entrepreneurs would desire to invest more. In the 
long run however Gw cannot continue to be greater than Gn which is the highest 
growth rate that can be attained. In such a situation, the actual growth rate 
would attain full employment and will be less than Gw, I.e., G<Gw. This will 
lead to depression in the economy. On the contrary, if S<Sr, then Gw<Gn. It 
implies that actual savings bring less than the required savings in the community, 
there would be fall in investment. In the long run, it would lead to a fall in the 
warranted growth rate below the actual growth rate, I.e., Gw<G and the level of 
investment would increase. Ultimately there will be chronic inflation. 

Since low savings, high level of investment and chronic inflation are some of 
the features of underdeveloped countries, Harrod suggests the financing of large 

investments through the expansion of bank credit and automatic investment of 

inflationary profits in the capital markets. But there are no organised capital 
markets in such economies, therefore, expansion of bank credit is the only way 
to finance investments and generate economic growth. Low savings in an under¬ 
developed country are responsible for its low rate of growth and the existence of 
mass unemployment and underemployment. Thus the actual level of saving 
should be raised to the level of required rate of savings by a compulsory levy or 
a surplus budget so that S=Sr. Besides, Harrod also emphasizes the need for 
changes in social and institutional factors in such economies. For social and 
institutional obstacles may be the cause of a low growth rate rather than the lack 
of savings in underdeveloped countries. Under the circumstances, Sr will also be 
low and S may approximate to it. 

Limitations of these Models from the Standpoint of Underdeveloped Countries 

The Harrod-Domar models are not applicable to underdeveloped countries for 

the following reasons: 

1 Different Conditions. The Harrod-Domar analysis was evolved under differ¬ 
ent set of conditions. It was meant to prevent an advanced economy from the 
possible effects of secular stagnation. It was never intended to guide industriali¬ 
zation programmes in underdeveloped economies. The limitations of these growth 
models, as applied to such economies, therefore, stem from this fact. 

2. Saving Ratio. These growth models are characterized by a high saving ratio 
and a high capital-output ratio. In an underdeveloped economy, however, deci¬ 
sions to save and invest arc generally undertaken by the same group of persons. 
The vast majority of the people live on the margin of subsistence and thus very 
few are in a position to save. 

3 . Capital-Output Ratio. Similarly, it is difficult to have a correct estimate of 
the capital-output ratio where normal productivity is often inhibited by short¬ 
ages and bottlenecks. When they are removed, there is considerable increase in 
,he productivity of already invested capital. Such an economy, therefore, would 
have either to increase its saving ratio or capital-ou.put ratio by improving 

methods of production and removing the various obstacles to investment. Prof 
Hirschmanisoftheviewthatthe 'predictive and operational value of a model 
based on the propensity to save and on the capital-output ratio is low and is 
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bound to be far less useful in underdeveloped than in advanced economies.” 

4 Structural Unemployment According to Professor Kunhara, the Harrod- 
Domar growth rate of investment fails to solve the problem of structural unem¬ 
ployment to be found in underdeveloped countries. It can tackle the problem of 
•Keynesian unemployment’ arising out of deficiency of effective demand or due 
to under-utilization of capital. But when population grows faster than accumula¬ 
tion of capital in an underdeveloped tountry, structural unemployment will arise 
due to lack of capital equipment. 1 * 

5 Disguised Unemployment. These models start with the full employment 
level of income but such a level is not found in underdeveloped countries. There 
exists disguised unemployment in such countries which cannot be removed by the 
methods suggested by Harrod-Domar. Thus the main assumption of the Harrod- 
Domar models being absent in underdeveloped countries, these models are not 
applicable to them. 

6 . Government Intervention. The Harrod-Domar models are based on the 
assumption that there is no government intervention in economic activities. This 
assumption is not applicable to underdeveloped countries because they cannot 
develop without government help. In such countries the role of the State as a 
‘pioneer entrepreneur* in startiog large industries and in regulating and directing 
private enterprise has been increasingly recognised. 

7. Foreign Trade and Aid. The Harrod-Domar models are based on the 
assumption of a closed economy. But underdeveloped countries are open rather 
than closed economies where foreign trade and aid play a very crucial role in 
their economic development. Both these factors are the bases of their economic 
progress. 

8 . Price Changes. These models are based on the unrealistic assumption of a 
constant price level. But in underdeveloped countries price changes are inevit¬ 
able with development. 

9. Institutional Changes. Institutional factors have been assumed to be given 
in these models. But the reality is that economic development is not possible 
without institutional changes in such countries. Therefore, these models fail to 
apply in underdeveloped countries. 

Conclusion. Thus it appears from the above discussion that the Harrod-Domar 
models, based as they are on unrealistic assumptions, have little practical appli¬ 
cation in underdeveloped countries. Professor Hirschman, therefore, suggests 
that "economics of development, like the underdeveloped countries themselves, 
must learn to walk on its own feet, that is, it must work out its own abstrac¬ 
tions.” 13 


“A.O. Hirschman, op. cil. 

“K. Kurihara, dp. dt. t pp. 71-72. 

“Hirschman. op.cit., p. 33. Professor S. Chakravarly in his book. The logic of Invtst- 
men! Planning, (p. 43). regards these models as ‘a very rough lool in itself and not too much 
should be expected from it.’ The great service that these models perform is to indicate very 
roughly the dimensions of the problem involved in raising the per capita income level in an 
underdeveloped country. Their highly aggregative nature, however, prevents them from being 
used as a tool in detailed quantitative policy making and conceals many structural aspects of 
the problem of a steady rate of growth. 
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But Professor Kurihara is of the view that though ".heir Poli c yJ»Pl>^ 0n | 
are very opposite of what one might expect of an underdeveloped economy ye 
“these growth models have this positive lesson for underdeveioped economies 
that the State should be allowed to play no. only a s.ab.Ua.ng rote but riso a 
development role, if these econom.es are to mdustnahre mor 
rapidly than the now industrializedeconom.es did m conditions of 
He further opines that because of the universal character of sav.ngs-.nwme ratio 
and capital-output ratio (or its reciprocal) as measurable stra egic vanab es, the 
growth mechanism discussed by Harrod and Domar ,s appl.cable.to all econo¬ 
mic systems, albeit with due modifica(ion. That is why. these growth models are 
applicable to those underdeveloped countries in wh.ch the technique of planning 
with^balanced growth' is adopted because under this techn.que, sav.ng-.ncome 
ratio and capital-output ratio remain constant during the plan period. 


“Kurihara. op. cil.. Chapters 9 and 11. 



Chapter 23 

THE KALDOR MODEL OF DISTRIBUTION 


rwiHE Harrod-Domar Models are based on the restrictive assumption of a cons- 
1 tant saving-income ratio. The Kaldor model- is an attempt to make the 
saving-income ratio a variable in the growth process. It is based on the classics 
saving function 1 which implies that saving equals the ratio of profits to national 
income i.e., S—P/Y. 


Assumptions of the Model 

Professor N. Kaldor builds his model on the following assumptions: 

(1) There is “a state of full employment so that total output or income (T) is 

given.** 

(2) National income or output consists of wages ( W) and profits ( P) only. W 
comprises both manual labour and salaries, while P includes the income of pro¬ 
perty owners and of entrepreneurs. 

(3) The marginal propensity to consume of workers is greater than that of the 
capitalists whereby the marginal propensity to save of the workers is small in 
relation to those of capitalists. 

(4) The investment-output ratio (IIY) is an independent variable. 

(5) Elements of imperfect competition or monopoly power exist. 

The Model 

Taking Sw as aggregate savings out of wages and Sp as aggregate savings out 
of profits, we have 

Ys W+P 

But tsS 

and S=Sw+Sp 

Investment being given and assuming simple proportional savings functions, 
Sw—swW and Sp=spP. we obtain the equation 
I=spP+wW=spP+sw (Y-P) since If'is equal to Y~P 
=spP+swY— SY>'P 
=(. sp-sw) P+swY 

Whence the ratio of investment to national income 

J_ Jsp-swy +^w Y or _/_ =(jp _ jw) P_ +w ... (1) 

p 

and from (1) the ratio of profit to national income, -y can be derived as under 

(sp-sw) — = y—sw 


•N. Kaldor, Essays on Value and Distribution, 1960, pp. 227-36. 
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or Y~ sp-sw ~ Y sp-^w 

„ . „ , hr marei nal propensities to save of the wage-earners and the capital- 

STt’be share of profits in national income depends on the ratio of '“vestment 
isu thesnar P js ao jncrease in inv estment-income ratio IIY. it 

to the total P . iQ , he share of pro fits ,o national income PI Y, so long 

Ts sp>i. This is illustrated in terms of Professor Peterson’s slightly mod.fied 

dl Ove ra n'the 8 'full employment level of income T 0 , the saving-income ratio and the 

investment-income ratio are S/Yo and IIY o 
respectively. The economy is in equili¬ 
brium with a fixed profit-income ratio 
given by the vertical line PP. If *«««“ 
increase in income, the S/Y and ll Y func- 
tions shift upward \o SI Y\ and II Yy But 
the share of profits in national income 
remains constant as given by the line PP. 

Incase IIY alone shifts up. the saving- 

income function remaining at S/To level. 

there would be inflationary rise of prices. 

This would raise the profit-income ratio 
and thus push up the saving-income func- 

- - *. - 
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profits is equal to the sum of investment and capitalist, consumption,* /.e., 
P= — /. This is “widow’s cruse” where a rise in the consumption of entrepre¬ 


neurs raises their total profit by an exactly equal amount. 3 

If however I/Y and sp are assumed to be constant over time, the share of wages 
will also be constant. In other words, as output per man increases real wages will 
rise automatically. In case the propensity to save out of wages, sw is positive 
(sw>0), total profits will fall by Sw (the amount of workers' savings). When the 
workers’ savings are reduced, total profits rise by a greater amount than the 
change in investment, and vice versa. Prof. Kaldor explains this with the help of 
a numerical example. Assuming sp equal to 50 per cent, sw as 10 per cent and 
I/Y to be 20 per cent, the value of P/Y as oer the above equation (2) will be 


50=10 X 20 _ 50^70 = i x20- 4~ =25 P* r cenl ' 

If I/Y rises to 21 per cent, P/Y would go up to 27.5 per cent. If, on the other 
hand, sw =0 and the values of other variables remaining the same, P/Y would be 
40 per cent. But an increase of I/Y to 21 per cent would only raise P/Y to 42 per 
cent. 4 The above formulae assume that average and marginal propensities are 


identical. 

Assuming the investment-output ratio (I/Y) to be an independent variable, its 
determinants can be described in the Harrodian terminology in terms of the‘rate 
of growth of output capacity’ (G) and the capital-output ratio (v): 



...(3) 


In a state of “continuous full employment’’ G must equal Harrod’s natural rate 
of growth Gn. For Harrod’s equation of warranted rate of growth I/Y—s we can 
substitute equation (1) above: 

/ . . P 

-y={sp-SW) -y+SW 

Professor Kaldor concludes: “Hence the ‘warranted’ and the ‘natural’ rates of 
growth are not independent of one another; if profit margins are flexible, the 
former will adjust itself to the latter through a consequential change in P/Y.'* 
However, Professor Kaldor points out that there will not be an inherent ten¬ 
dency to a smooth rate of growth in a capitalist economy. In fact, the causes of 
cyclical movements are found in disharmony between the warranted and the 
natural growth rates. 


To Kaldor’s basic equation (2) may be added two restrictions, /.<»., sw<-y, 
and sp>-y. Restriction sw<y excludes the case of adynamic equilibrium with 
a negative share of profit, and sp>y excludes the case of a dynamic equili- 


*Capitalist consumption is shown as 1 /jp. just as in ihe Keynesian analysis marRinal oro- 
pensity to consume is 1/MPS. v v 

•Cf. J.M. Keynes, Treatise on Money, Vol. I, p. 139. 

‘Students should work these themselves as shown above. 

•Kaldor's Gv is Harrod’s Gw Cr. 
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brium with a negative share of wages. If the former restrictions were not 
satisfied, the system would enter into a state of chronic underdevelopment. Simi¬ 
larly if the latter were not satisfied, the system would enter into a state of 
chronic inflation. The Kaldor model is meant to operate within these limits and 
shows how a distribution of income and a rate of profit through time will help 
the system in equilibrium. 

A Critical Appraisal 

The model shows that the share of profit to income P/Y t the rate of profit on 
investment, and the real wage rate H'/Z. are functions of I/Y which, in turn, is 
determined independently of PI Y or H'/L. But this is true only under certain con- 
ditions. First, the real wage rate cannot be below a certain minimum subsistence 
rate. Second, the share of profits cannot fall below the “risk premium rate, 
which is the minimum profit rate necessary for inducing capitalists to mvest. 
Third, the share of profit cannot be below the "degree of monopoly rate i.e., a 
minimum rate of profit on turn over due to imperfect competition, collusive 
agreements, etc. The second and third being alternative limitations, the higher of 
the two will apply. Lastly, the capital-output ratio should be independent of the 
rate of profit. Otherwise II Y will itself be dependent on the rate of profit. 

If these conditions are satisfied, there will be an inherent tendency to growth 
and to a state of full employment. However, in the short run the shares of profits 
and wages tend to be constant due to the downturn inflexibility of P/Y and W/L 
(the real wage rate), as a consequence of the constancy of IIY. 

Another weakness of the Kaldor model is that it attributes all profits to the 
capitalists and in this way it implies that workers* savings are totally transferred 
as a gift to the capitalists. This is clearly absurd, for under such a condition no 
individual would save at all. 

The Kaldor model neglects the impact of technical progress on income distri¬ 
bution. Even assuming that workers do not save out of wages (w=0), it is not 

possible to raise the total profits of entrepreneurs by ao exactly equal amount 

through ‘Widow’s Cruse*. It is in fact technical progress which helps in increasing 

profits. ...... 

According to 1‘rofessor Meade, Kaldor’s theory of distribution is more appro¬ 
priate for the explanation of short-run inflation than of long-run growth. He 
substantiates bis criticism thus: "Suppose that in conditions of full employment 
entrepreneurs d« cide to spend more on capital development. This might concei¬ 
vably cause, through the multiplier, an inflation of demand, a rise in prices, a 
shift of real income from unchanged money wages to greatly increased money 
profits and thus, because more is saved out of profits than out of wages, a 
rise in saving equal to initial rise in investment . . . would not the authorities at 
some point have to take action to correct or ofTsct the initial inflation of invest¬ 
ment?*’ 5 . . . 

Lastly like all contemporary theoretical models of economic growth, it assumes 

a production function that does not allow any substitution between factors. Thus 
it presents ‘a rigid and angular picture of the economic progress. 

•J.E. Meade, A Neo-Classical Ehrory of Economic Grbwik ed.j. I >o2, p. 8. 
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We may conclude with Professor Sen: '‘The Kaldor model of distribution is 
based on a number of restrictive assumptions .... It is not easy to marry this 
macro-model to assumptions of individual behaviour, and to combine it with 
attempted profit maximization requires that: (a) expectations be unfulfilled, which 
may be all right, but also that (6) this should lead to no feedback in entrepreneu¬ 
rial decision making, which is not so all right. .. what is less clear is whether 
the Kaldor model provides a satisfactory alternative or involves a jump from the 
frying pan to the fire.”* 


'Amartya Sen, Growth Econo mi cj, 1970. 


Chapter 24 

JOAN ROBINSON’S MODEL OF CAPITAL 
ACCUMULATION 


Robinson.’ N. M™ '’““'Uh »i.b tb. W> •< 

Sn old bottles. lo this chapter we study Robtosoos Model. 

THE ROBINSON MODEL 

_ n w in h^r hook “The Accumulation of Capital” builds a simple 

S'^SSSS,Swith studying the ^ equilibrium growth, 

“ mTr"o£“'. mode, is based upon the following assumptions: 

(«) There is a laissez-fa.re closed economy. odllclive factors. 

8SS,OT. , Sl2XSl-“ - 

fixed proportions. 

g K ^"jS^Sr-nd entrepreneurs can employ as much 

“0)“The, l .TSly two classes-.be workers and the en.repreneurs-between 

whom the national income '» «*’'**'**\^ income on consumption. 

(*> workers save notbtng «d [ nd jnvest their entire income. 

W Entrepreneurs consume n^^B b , [f ^ ^ no p[ofi(s lhe enlre preneurs 

cannot accumulate surf if they do no, accumulate, they have no profits, 

WZZ'tt IheRobinsonmodel- is the sum of the total wage bill 

sZiU',crd l3 - 1960 

IZZEXSZir mode,. The credit for —in* a mathe- 
Jm model goer to Prof. Kenneth K. Ku.ih.ra, * -• 
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plus total profits which may be shown as 

Y=wN+pK, 

Where Y is the net national income, w the real wage rate, N the number of 
workers employed, p the profit rate and K the amount of capital. Here Y is a 
function of N and K. Since the profit rate is crucial in the theory of capital 
accumulation, it can be shown as: 

Y-wN 

p= —r~ 


Dividing by N, 



By pulting Y/N-l and KjN-6 (theta), we have 


Thus the profit rate is the ratio of labour productivity minus the total real 
wage bill to the amount of capital utilized per unit of labour. In other words, 
the profit rate (p) depends on income ( Y), labour productivity (/), the real wage 
rate ( w ) and the capital-labour ratio (0). 

On the expenditure side, net national income (Y) equals consumption expen¬ 
diture (C) plus investment expenditure (7), 

r=c+/ 

Since Joan Robinson assumes zero saving out of wages but attributes saving to 
entrepreneurs, profits are meant for investment only, we have 

S=I 


This saving-investment relation may be shown as: 


and 

or 


S=pK 
7= A* 
pK=AK 


[ATT is increase in real capital] 

[V 5*7] 

A K 7-w 


0 


The growth rate of capital (A K/K) being equal to p (the profit rate), it depends 
on the ratio of the net return on capital relative to the given stock of capital. 
If income remains constant and the wage rate decreases or income increases and 
the wage rate remains constant, the profit rate would tend to increase. The profit 
rate can also increase if the capital-labour ratio falls. In this way the entre¬ 
preneurs maximize profits. 

The Golden Age. Besides the growth rate of capital (A K/K), another factor 
which determines the growth rate of an economy is the growth rate of population 
(A NIN). When the growth rate of population equals the growth rate of capital 
i.e. t AN/N= &K/K, the economy is in full employment equilibrium. Joan 
Robinson characterises it as “a golden age” to describe smooth, steady growth 
with full employment. ‘‘When technical progress is neutral and proceeding 
steadily, without any change in the time pattern of production, the competitive 
mechanism working freely, population growing at a steady rate and accumulation 
going on fast enough to supply productive capacity for all available labour, the 
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rate of profit tends to be constant and the level of real wages to rise with output 
per man. There are then no internal contradictions in the system. Total annual 
output and the stock of capital then grow together at a constant proportionate 
rate compounded at the rate of increase of the labour force and the rate of 
increase of output per man. We may describe the conditions as a golden age."* 
Capital-labour ratio KIN or 0 is measured along the horizontal axis and per 
capita output on the vertical axis. The growth rate of labour force is taken to 
the left of 0 along the horizontal axis. The curve OP shows the production 
function. Every point on this curve shows the ratio of capital to labour. In 
order to find out the capital-labour ratio and the wage profit relation, we draw 
a tangent NT which touches the production function OP at point G and cuts the 
vertical axis at W. Point G shows the capital-labour ratio for the golden age 
which is measured by OK. Per capita output is OA\ out of this O W is paid as 
wages and WA or EG is the surplus which is the rate of profit on capital. 

This figure also proves that the growth rate of capital (A NIK) equals the growth 
rate of labour (A N/N). EG/EW reflects A K/K and OWlON reflects A N\N. Thus 

since tan a = tan p. 

E\V ON 



In case the economy diverges from the path of “golden age" certain forces 
may tend to bring back the equilibrium position. Suppose that the rate of popu¬ 
lation growth is higher than the rate of capital growth i.e., r.N/N>&K/K t 

thereby leading to progressive underemployment. In such a situation surplus of 

labour will lead to a fall in money wages and if the price level remains constant, 
to a fall in real wages. As a result, the profit rate would tend to rise and increase 

the growth rate of capital to the population level. The equilibrating mechanism 

would not work if real wages fail to fall cither due to the rigidity of money wages 
or because the price level falls in the same proportion as money wages. The 
golden age equilibrium will not be restored and progressive underdevelopment 

•J. Robinson, The Accumulation of Capital, p. 99. 
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will continue. According to Professor Kurihara: “This latter-possibility agrees 
with Harrod’s notion of indefinite instability based on the assumption of cons¬ 
tancy of technological coefficients and relative factor-price movements. 6 

In the contrary case of capital growing faster than population growth i.e. t 
&K!K> &N/N, equilibrium to the path of ‘golden age’ can be brought about by 
technological changes such as a change in the capital-hbour ratio or in labour 
productivity and by shifting the whole production function upward so that as 
capital accumulates, the need for labour also increases. Mrs Robinson, however, 
says that the “mechanism by which the rate of accumulation is adjusted to the 
rate of increase in the supply of labour is more reliable when what is required is 
a reduction in the rate of accumulation than when a rise is required; it is only 
too easy for a surplus of labour to grow, relatively to the stock of capital, while 
investment fails to increase and the economy sinks into stagnation; whereas 
entrepreneurs will not accumulate and maintain redundant Capital, so that when 
the rate of capital is too high (relatively to the labour force) one way or another 
it is certain to be cut down." 7 

According to Mrs Robinson, an economy is in a golden age when the potential 
growth ratio is being realized. The potential growth ratio “represents the highest 
rate of capital accumulation that can be permanently maintained at a constant 
rate of profit. This potential growth ratio is approximately equal to the propor¬ 
tionate rate of labour force plus the proportionate rate of growth of output per 
head. The conditions of a golden age require the growth ratio to be steady as 
frequent changes in the growth ratio disturb the tranquillity of a golden age. But 
this tranquillity may not be possible even when the growth ratio is stable. A rise 
in the total stock of capital is likely to slacken the urge to accumulate so that a 
state of stagnation starts and the economy goes off the path of the golden age. 
The golden age is not an ideal. A new growth ratio makes a new golden age 
possible. An increase in growth ratio necessitates a rise in the proportion of 
productive capacity and a fall in consumption. Contrariwise, a fall in the growth 
ratio leads cither to unemployment or to increased consumption. A static state 
is. however, a special case of a golden age where the growth ratio is zero, the 
profit rate is also zero and wages absorb the entire net output of industry. Joan 
Robinson calls this “the state of economic bliss,’ sioce consumption is at the 
maximum level which can be permanently maintained in the given technical 
conditions.’’ 0 

Joan Robinson in her Essays in the Theory of Economic Growth carries the idea 
of the golden age further. She isolates the determinants of equilibrium growth 
and groups them into seven classes: (i) technical conditions, (i7) investment 
policy, (//«) thriftiness conditions. (iV) competitive conditions, (v) the wage 
bargain, (vi) financial conditions, (vi'i) the initial stock of capital goods and the 
state of expectations, formed by past experience. These seven determinants are 
mainly independent of each other. 


•K. Kurihara, op. clt., p. 77. 
c/I., p. 78. 

•In the Harrodian terminology, it is a state in which the natural, the actual and the 
warranted rates of growth are all equal. 
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On the other hand, the possible growth rate depends upon the physical condi¬ 
tions resulting from the growth of population and technical knowledge. 

When the desired growth rate equals the possible growth rate at near full 
employment, the economy is in a golden age. The real wage rate is rising with 
increasing output per head due to technical progress. But the rate of profit on 
capital remains constant. And techniques of production appropriate to the rate 
of profit are chosen. This is the golden age which Joan Robinson visualises. 

The Various Golden and Platinum Ages 9 
Next Joan Robinson distinguishes between alternative types of equilibrium 
growth based on the relationship 10 between the desired growth rate and the 
possible growth rate. 

The Limping Golden Age. In limping golden age steady rate of capital accumu¬ 
lation takes place below the full employment level. The stock of capital equipment 
is sufficient for the desired rate of capital accumulation, but it is not enough to 
employ the whole labour force. The limp in the golden age may be mild or 
severe. When output is growing at a slower pace than output per head, the level 
of employment is falling with the passage of time. Contrariwise, when output is 
growing faster than output per head, the level of employment is increasing. If 
employment is increasing faster than the growth of labour the economy is head¬ 
ing towards full employment. In short, in a limping golden age the actual realized 
growth rate is limited by desired rate. 

The Leaden Age. If, however, employment is increasing very slowly the ratio 
of non-employed to employed workers increases, as a result the standard of life 
for the workers falls. This will continue unless the real wages of the employed 
workers rise rapidly to compensate for the growing ratio of non-employed to 
employed or sufficient opportunities of self-employment exist. Both these situa¬ 
tions are somewhat implausible. Thus when the fall in the standard of life takes 
place, it checks the growth rate of population. In the absence of technical pro¬ 
gress, a state might be reached in which the rate of accumulation and the growth 
rate of labour force were equal, the high ratio of non-employment keeping the 
latter down to equality with the former. This is a golden age in which the possi¬ 
ble growth rate is held down by the realized rate. 

The Restrained Golden Age. In a restrained golden age, the realized growth 
rate is limited by the possible growth rate and is kept down to it. Given a capital 
stock required for the desired rate of accumulation in a fully employed economy, 
the desired rate cannot be realized because the growth rate of output per head is 
not sufficient enough for this. 

The desired rate may be held in check in two ways. First , through financial 
stringency. When in a full employment economy firms desire to employ more 
labour, the demand for labour will raise money-wage rates and consequently 
prices. These will tend to raise the demand for credit to finance production and 

•This section is meant for advanced students. 

,# In this study. Joan Robinson uses three growth rates which resemble outwardly Harrod's 
growth rates. The realized rate is like Harrod’s G ; the desired rate resulting from the 'animal 
spirits of the Grms' may be likened to Gw, and the possible rate resulting from growth of 
population and technical knowledge may be regarded as Harrod’s Gn. 
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high level of real wages (by raising money wages as prices rise). This may keep 
the rate of accumulation greater than the growth rate of population, so that un¬ 
employment declines. But the possible growth rate is held down by an inflatio¬ 
nary rise in money wage rates. 

The Bastard Platinum Age. When technical progress is taking place, then even 
with a constant level of real wage rate, the rate of accumulation is increasing 
without causing inflation, it is bastard platinum age. 

Conclusion. We may better sum up these golden and platinum ages in the 
words of Professor Joan Robinson, “In golden ages the initial conditions are 
appropriate to steady growth. In true and limping golden ages the actual realized 
growth rate is limited only by the desired rate. In a restrained golden age, the 
realized growth rate is limited by the possible rate, and kept down to it. In a 
leaden age the possible rate is held down by the realized rate. Ia a bastard golden 
age the possible rate is limited io a different way—that is, by real wages at the 
tolerable minimum. Both in a limping golden age and a bastard golden age the 
stock of capital in existence at any moment is less than sufficient to offer em¬ 
ployment to all available labour. In the limping golden age the stock of equipment 
is not growing faster for lack of ‘animal spirits.' In the bastard age it is not 
growing faster because it is blocked by the inflation barrier. In platinum ages the 
initial conditions do not permit steady growth and the rate of accumulation is 
accelerating or decelerating as the c^se may be.*’ 

A Critical Appraisal 

Mrs Robinson's model is an elaboration of Harrod’s growth model. The 
potential growth ratio is Harrod's natural growth rate. In the golden age, the 
actual ((?) and the natural growth (Gn) rates are equal to each other and the 
warranted growth rate (Gw) confirms to them. Both postulate neutral technical 
conditions and a constant saving ratio. However, Joan Robinson’s theory of 
capital accumulation depends on the profit-wage relation and on labour producti¬ 
vity. Harrod's theory on the contrary depends on saving-income ratio and on 
capital productivity. The former stresses the importance of labour in capital 
accumulation while the latter that of capital. 

Commenting on Mrs Robinson's model, Professor Kurihara opines that “J. 
Robinson’s chief contribution to post-Keynesian growth economics seems to be 
that she has integrated classical value and distribution theory and modern 
Keynesian saving-investment theory into one coherent system.” But it “is not 
capable of being modified so as to introduce fiscal-monetary policy parameters— 
unless labour productivity, the wage rate, the profit rate and the capital-labour 
ratio could be regarded as objects of practical policy—as they might be so regar¬ 
ded in a completely planned economy.” 11 

In P/ofessor Sen’s opinion, “while the terminology is somewhat errie and 
seems to me to distract somewhat from the well-knit analysis, the classification 
of growth process (in terms of the various ages) is undoubtedly interesting and 
useful. Joan Robinson does not provide a predictive model, only a framework 
for studying different types of growth so that it is difficult to contrast it with 


“K. Kurihara, op. cit., p. 80. 
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other growth models. Regarding Harrod’s problem of the natural and warranted 
growth, various possibilities are open. It may on the one hand produce a 'leaden 
age’ or on the other a ‘restrained golden age.' It may produce one of the ‘plati¬ 
num* ages or even a ‘bastard golden age.' The possibilities are numerous and no 
one path is specified, unlike in a neo-classical model. u 

Its Applicability to Underdeveloped Countries 

Robinson’s model has the following merits for underdeveloped countries. Joan 
Robinson, in her theory, studies the problem of population and its effect on the 
rate of capital accumulation. There is a “golden age" which any country can 
achieve through planned economic development. 

An underdeveloped economy faces the problem of the rate of population 
growth being faster than that of capital growth AWV> A*/*. as posed by 
Joan Robinson. It reveals the tendency of progressive underemployment in such 

economies. . e 

The “potential growth ratio" is crucial to J. Robinson's theory of economic 
growth. The golden age depends on the growth ratio. The task of planning be¬ 
comes easier if the potential growth ratio of an economy is calculated for the 

planning period on the basis of the growth rate of labour force and of outpu 
per head. 


Weaknesses of the Model 

Despite these merits, it has the following weaknesses: 

1. Low Rate of Capital Accumulation in Relation to Potential Growth Rate. In 
an underdeveloped economy the rate of capital accumulation is always less than 
its potential growth ratio, that is why it is backward and possesses surplus of 
labour force. It, therefore, rests with the planning authority to increase the ra e 
of accumulation to the level of the growth ratio for the economy. An unde - 
developed country cannot however match the two by following the capitalist 

rules of the game.' On the contrary, it devolves on the planning authority 

take the initiative in controlling and regulating not only private mvestmen 
also public investment in such economies. Kurihara observes. Joan Robinson 
discussion of capital growth has the subtle effect of discrediting the whole idea 
of leaving so important a problem as economic growth to the capitalist rules ot 

the game, for her model of laissea-faire growth demonstrates how precarious 

and insecure it is to entrust to private profit-makers the P aramoun ' ° 
achieving the stable growth of an economy consistent with the needs of a g 
ing population and the possibility of advancing technology.” 1 

2. 'Closed Economy. Joan Robinson's model is based on the « 0 
closed economy. But this is an unrealistic assumption because un j" deve !°^, 
countries are open rather than closed economies in which foreign trade and aid 
play crucial roles in accelerating the growth rate. 

3. Neglects Institutional Factors. This model assumes institutional factors 

given. But the role of institutional factors as one of the determinants of economic 


"Amartya Sen, op. ell., words io paraothesis mine. 
“Amartya Sen. op. elt.. 
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Chapter 25 

MEADE'S NEO-CLASSICAL MODEL OF ECONOMIC 

GROWTH 


nROFESSOR J.E. Meade of the University of Cambridge has 
L neo-classical mode! of economic growth which “is designed to show the way 

in which the simplest form of classical economic system would behave during 

process of equilibrium growth.” 1 

Assumptions of the Model . 

Professor Meade constructs his model around the following ^umpuon . 

(i) There is a laissez-faire closed economy where there is perfect competition. 

(II) There are constant returns to scale. nroduccd 

(III) Two commodities—consumption goods and capital goods ar p 

in the economy. 

(/v) Machines are the only form of capital in the economy. 

(v) All machines are assumed to be alike. _. A 

(v/) It is assumed that there is a constant money price of consumpt g 
(v//) There is full use of land and labour. . d 

(v///) The ratio of labour to machinery can be changed bot of 

the long run. Meade calls this the assumption of perfect malleab.l y 

"tfuk further assumed that there is perfect substitutability in production 

between capital goods and consumption goods. 

(x) There is the assumption of depreciation by evaporation, th , y 

some percentage of machines wears out which requires replacement. 

THE MODEL 

In the economy visualised above, the net output produced depends upon four 

ftC (/) r, the net stock of capital available in the form of machines; 

(//) the amount of available labour force; 

(lit) the availability of land and natural resources; and 

, ,he state of technical knowledge which continues to improve through - 
This relationship i, expressed in the form of the production function as. 

Y=F(K. L, N, l) 

where T is ne, output or net national income. K the existing of oapual 

(machines), L the labour force. N land and natural resources and r is lime, sign 
fying technical progress. 


•J.E. Meade. A Neo-Clauleal Theory of Economic Growth. 1961. 
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Assuming the amount of land or natural resources to be fixed, net output 
can increase in any one year with the growth in K, L, and t. This relationship is 
shown as 

A T-* VLK+ W&L+ A T 

where A in each case represents an increase, V is the marginal product of capital, 
W the marginal product of labour and T is used in place of t. Thus “the 
increase over the year in the rate of annual net output (A T) is equal to the 
increase in the stock of machinery (A K) multiplied by its marginal product (V) 
plus the increase in the amount of labour (A L) multiplied by its marginal pro¬ 
duct (WO plus the increase in the rate of annual output due simply to technical 
progress (A T')” The annual proportionate growth rate of output is 
AT VK A K ,WL A L A Y' 

*T"~ 7" • “7T + Y * C' T 

where AT/T is the proportionate growth rate of output, A K/K the proportio¬ 
nate growth rate of the stock of capital, A L/L the proportionate growth rate of 
labour force and AT'/Tthe proportionate growth rate of technical progress 
during a year. 

Let these proportionate growth rates be expressed as y, k, I and r respectively, 
the proportionate marginal product of capital VKIY as U and the proportional 
marginal product of labour WLIY as g. # Now the basic relationship is 

y=f/* + g/+r. 

This shows that the growth rate of output ( y) is the weighted sum of three other 
growth rates, first the sum of the growth rate in the stock of capital (*) weighted 
by the proportional marginal product of capital (U) plus the growth rate of 
population (/) weighted by the marginal product of labour (g) plus the growth 
rate of technology (r). 

But the real index of the growth of the economy is the growth rate of real 
income per head rather than the growth rate of income (y). If, for example, total 
income (y) rises by 10 per cent per annum and population (/) by 8 per cent, 
income per head ly-l) will rise by about 2 per cent per annum. The growth rate 
of real income per head is 

y-/-t/fc-(l—g) l+r 

The equation reveals that the growth rate of real income per head is raised in 
two ways: first, by an increase in the rate of real capital (k) weighted by its pro¬ 
portional marginal product ( U)\ and second, by an increase in the rate of tech¬ 
nical progress (r). On the other hand, it is depressed by the growth rate of 
population (/) weighted by one minus the proportional marginal product of 
labour (1 — g>. This part of the equation l.e ., [—(1 — g) /] shows the tendency for 
diminishing returns as the quantity of labour is increased on a given amount 
of land and capital. 

One of the important factors contributing to the growth rate of output is the 
annual rate of capital accumulation in the economy. This fact is implied in the 
clement Uk. U = VKj T, and A' = A K/K, but A K, the addition to the stock of 

'iKIY represents the proportion of the net national income being paid as profits to the 
owners of machines, while WLIY is the proportion of income going to the labour force as 
wages. 
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capital is equal to the savings out of the net national income. Therefore 
A k=S Y, and k=LKIK=SYIK where SY represents the amount annually added 

to the stock of capital through savings. . 

Henc cUk = VKIY*SYIK=VSS and the basic growth relationship can be 
expressed as , 

y -l=VS-(l-Q)l+r 

Having examined the main factors determine the growth rate of real income 
per head, Professor Meade discusses the cond.t.ons which may lead to changes 
in the rate of economic growth over time. Assuming / and r to be given and 
constant, changes in growth rate would be determined by the behaviour of V, S, 
and Q over time. If there is no change in population and technical progress, an 
increase in the rate of savings would raise capital per head and bring a decline 
in the marginal product of capital. This decline in V wdl, however, be less if it is 
possible to substitute capital for land and labour. And ,f '-h-cal progress akc 
place, V will tend to rise instead of declining. But the amount of land and labour 
being fixed in the economy, more capital pel head will be used and at the same 
time technical progress will tend to raise V. Under these conditions, the rate of 
growth of income per head over time would rise which in turn would tend to 
raise S. There will be a tendency for S to rise still further due to a change in 
income distribution towards larger profits caused by the above mentioned factors 
Wc may conclude that with a constant population (/=£>), real income per head 
depends upon the rate of capital accumulation (PS) and technical progress (r). 
The equation is 

y=VS+r 

If the rate of technical progress along with population growth is assumed to be 
constant, the growth rate in income per head will vary directly with VS. 

The effect of technical progress A n 

on total national output (income) is 
shown in Fig. 25.1. The total stock 
of machinery (capital) is represented 
on the horizontal axis and the total 
annual output on the vertical axis. 

OFi is the production function which 
shows the quantity of output pro¬ 
duced in year 1 with the given 
quantity of machinery when the tech¬ 
nical knowledge is given. If in year 1 
the quantity of machinery is OK, 
the production in that year will be 
KA. The slope of the curve at point 
A shows the marginal productivity 
of machinery which declines as we 
move towards the right along the 

•Professor Meade explains this point with certain numerical examples. If V, the marginal 
product of capital (rate of proGt) is 5 per cent per annum and 5. savings are - 0 - oMhc 
national income, then the contribution of capital accumulation to the growth rate ol output 
would be5x-V"* !*'<*“* per annum. Sec, op. ell., pp. 16-17 for other solutions. 
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curve. This is because like other factors the law of diminishing returns applies on 
machinery. Thus the marginal product of machinery at point C will be less than 
at point A. In year 2, the new production function becomes OF t due to tech¬ 
nical progress. As a result, production increases from KA to KB by using the 
same machinery OK. Similarly, by the use of OKi machinery the production 
increases from K X C in year WoK x D in year 2. Thus technical progress leads 
to the increase of total annual output. 

The State of Steady Growth. Further Professor Meade examines the conditions 
of the state of steady economic growth. It is a state in which the growth rate 
in total output (income) is constant and so is the growth rate in income per head. 
It is assumed that population is growing at a constant proportionate rate (/) and 
the rate of technical progress does not change. 

The state of steady economic growth requires the existence of the following 
three conditions to ensure a constant growth rate in total income: 

(a) All elasticities of substitution between the various factors are equal 
to unity. 

(b) Technical progress is neutral towards all factors. 

(c) The proportions of profits saved, of wages saved, and of rent saved are 
all constant. 

Conditions (a) and ( b) mean that the proportions of the national income going 
to profits (U), wages (0 and rents (Z) remain constant. So do the proportions 
of national income saved out of these remunerations of factors remain constant 
as per condition (c). Let these savings out of profits (U), wages (0 and rents 
(Z) be represented by Sv, Sw and Sg respectively, so that total savings S^SvU r 
SwQ+SgZ. Since all the elements in this equation arc constant vide conditions, 
(a), ( b ) and (c), it follows that the ratio of total savings to total national income 
will also be constant. 

The growth rate of income is represented by the basic relationship y = UK+ 
Ql+r wherein U, Q, /, and r are assumed to be constant. Therefore, for y to be 
constant (as required by the state of steady economic growth), k should be 
constant. We know that k =SY/K but S is constant as seen in the preceding para. 
So k will be constant if Y/K is constant. Y/K will be constant if the rate of growth 
of Y and K is the same which implies the equality of y and k itself y=k. The 
obvious conclusion follows that the growth rate of income will be constant if 
the growth rate of capital stock (k) is equal to the growth rate of national 
income (y). 

Critical Growth Rate. The equilibrium position ultimately depends upon the 
rate of accumulation of the capital stock. According to Meade, there is a critical 
growth rate of the capital stock which makes the growth rate of income equal to 
the growth rate of capital stock. A more or less growth rate in the capital stock 
than this “critical growth rate" will not bring about the equality of y and 
k. If we put a for the ‘critical growth rate’ then the basic relationship will be 

a=Ua+QI+r 


This can be proved with a numercial example given by Prof Meade. Let Q=\, 
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1=2 per cent, r= 1 per cent. C/=l/4 then 

a= (jx2)4 L j^ |_=2xS=2f. 

I, is this critical rate (/.*.! 2l‘in our‘example) which will " a **'=‘-. aod keep the 

wii sel in to b“ng the growth rate of the capita, stock a. the equtltbnum level 
of <8±-'. suppose k or >fr£ ,n ,his si,ua,i0D iDC ° mC b ‘ gr ° W ' Dg “ 

a lowe^rate than the capital stock, as a result savings will decline, so will the 

growth rate of capital, thereby bringing £- towards the critical level. Converse- 

, v if then income would increase more rapidly than the capital 

stock, savings would increase, and so would the capital stock, as a result 

would rise towards the critical level j _ y 

Thus under the two assumptions and the three conditions noted above, the 

growth rate of national income and the growth rate of the capital stock woul 

both tend towards a constant rate of 

Ql \-r 

This model of steady economic growth is explained with t^helPofFig- 25 ^ 

The growth rate of the stock of capital is measured along the *-ax.s 

growth rate of national income along 
the K-axis. The U curve represents 
the proportional marginal product of 
capital, the curve Ay the total growth 
rate of national income and the 45 
line k the growth rate of the capital 
stock. 

Suppose to begin with the growth 
rate of the capital stock is OE, then 
growth rate of national income 
will be BE.BE-BD+DE.BD due 
to population growth and technical 
progress and DE on is grca tcr than k. i.e. t BE>CE. As a 

^rS^^,.^o',hc ,-axis is reached which brings 

• N ow with 2 , a. the „ow.h .... o. the cap,... stock, the cuath, of, and * can a,so be 

, h °wo io.be basic e,u.,,on^ w + o(+f 

=(ix 2 l)+(|x 2 )+l 

Tbb„ the value which yand f.nl have in the ...te of steady econoouc ..owth. See Meade 
Op. clt., PP. 33-34. 
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about the equality of y and k (the 45° line) at H. This represents the state of 
steady economic growth. 

The “critical growth rate” can also be derived from this diagram. 

y =Uk+Ql+r 
HF— GF.HF+ GH 
HF— GF.HF— GH 


or 

or 


HF(\-GF) = GH 
HF- ™ 


OF- 


" (1-CF) 
GH r . 
1 -GF L' 


HF=OF ] 
Qt+r 

(1 -uy 


A Critical Appraisal 

Professor Meade’s neo-classical model has been severely criticised due to its un¬ 
realistic assumptions. It is on account of its assumptions that it is not applicable 
to underdeveloped countries. 

1. Perfect Competition. This model is steeped in the classical tradition of a 
perfectly competitive economy where all production units are assumed indepen¬ 
dent of each other. But these are unrealistic assumptions for neither is there 
perfect competition nor are the production units independent of each other. 

2. Constant Returns to Scale. The assumption of the neo-classical theory that 
there arc only constant returns to scale is also defective. The fact is that there 
arc increasing returns to scale rather than constant returns in the growth process. 

3. Pseudo-Causal Relation. Mrs Robinson calls Meade’s model pseudo-causal 
because it merely states that monetary policy keeps the prices of consumption 
goods constant, while money wage rates ensure full employment. 

4. Perfect Malleability of Machiocs. Another serious defect of the neo-classical 
model stems from the assumptions that all machines are alike and there is perfect 
malleability of machines. The latter implies that the ratio of labour to machi¬ 
nery can be changed both in the short and long run. But this is unrealistic 
because the ratio of labour to machinery cannot be changed in the short run. 
Thus Meade sidetracks the problem of foresight by assuming perfect malleability 
of machines and depreciation by evaporation. This makes his model impracticable. 

5. No Place for Uncertainty. According to Prof. Buttcrick, there is no place for 
uncertainty in Meade’s model. The interrelations of all variables have been 
regarded as certain. This detracts from the practicability of the model and it 
simply remains a theoretical analysis. 

6. Closed Economy. Like the Harrod-Domar and Joan Robinson models, 
Meade's model is based on the assumption of a closed laissez-faire economy. But 
this is an unrealistic assumption which neglects the importance of foreign trade 
and foreign capital in economic development. 

7. Neglects Institutional Factors. Another serious defect of this model is that 
it completely neglects the role of institutional factors in the development process. 
Prof. Meade forgets that social, cultural, political and institutional factors play 
an important part in economic growth. In the absence of these factors his model 
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simply becomes the Robinson Crusoe model. 

8 Mathematical Model. The Meade model is primarily a mathematical model 
which contains a number of equations based on complex interrelations of the 
various variables. Thus it becomes difficult to understand. 

Conclusion. Despite these defects, the Meade model has the chief merit of 
demonstrating the influences of population growth, capital accumulation and 
technical progress on the growth rate of national mcome and per capila real 
income over time. Funher, the state of steady growth is indeed Mrs Robinson s 
Golden Age explained in a more realistic manner by studying the behaviour of 
those variables which she assumes as constants. 


Chapter 26 

THE SOLOW MODEL OF LONG-RUN GROWTH 


P ROFESSOR R.M. Solow 1 builds his model of economic growth as an alter¬ 
native to the Harrod-Domar line of thought without the dubious assumptions 
of the latter. The Harrod-Domar model is at best a knife-edge balance in a long 
run economic system where the saving ratio, the capital-output ratio, and the 
rate of increase of the labour force are the key parameters. If the magnitudes 
of these parameters were to slip even slightly from the dead centre, the conse¬ 
quences would be either growing unemployment or chronic inflation. In Harrod’s 
terminology this balance is poised on the equality of (/» (which depends on the 
saving and investing habits of households and firms) and G n (which depends, in 
the absence of technical change, on the increase of the labour force). 

According to Solow. this delicate balance between G w and G n flows from the 
crucial assumption of fixed proportions in production whereby there i9 no possi¬ 
bility of substituting labour for capital. If this assumption is abandoned, the 
knife-edge balance between and G n also disappears with it. He, therefore, 
builds a model of long-run growth without the assumption of fixed proportions 
in production. 

Assumptions. Solow builds his model around the following assumptions: 

(1) One composite commodity is produced. 

(2) Output is regarded as net output after making allowance for the deprecia¬ 
tion of capital. 

(3) There are constant returns to scale. In other words, the production func¬ 
tion is homogeneous of the first degree. 

(4) The two factors of production—labour and capital—arc paid according to 
their marginal physical productivities. 

(5) Prices and wages are flexible. 

(6) There is perpetual full employment of labour. 

(7) There is also full employment of the available stock of capital. 

(8) Labour and capital arc substitutable for each other. 

(9) There is neutral technical progress. 

Given these assumptions, Solow shows in his model that with variable techni¬ 
cal co-efficient there would be a tendency for capital-labour ratio to adjust itself 
through time in the direction of equilibrium ratio. If the initial ratio of capital 
to labour is more, capital and output would grow more slowly than labour force 
and vice versa. Soiow s analysis is convergent to equilibrium path (steady state) 
to start with any capital-labour ratio. 


“‘A Contribution to the Theory of Economic Growth,*' QJE, Vol. 70,1956, pp. 65-94. 
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ssstbsk 

dkldl or K. So the basic identity is ^ ^ ... (!) 

Since output is produ ced with cap,til and labour, technological possibilities 
are represented by the production function (2) 

y = r(/C, L). 

that shows constant returns to scale. 

Inserting equation (2) in (1), we have (3) 

K =sr{K. L). 

- iocrewe* .. , - 

tant relative rate n. Thus ...(4> 

L\t) — I'M - . 

, rrm m « sr£ sfiKSssit“s 

skst* .s. £ «• *«- * “«* 

^By 'inserting equation (4) in (3). Solow^gives^.he basic equation. ... (J) 

capital is also a datun, Since • , " use t e p oducoo function of 

u. how much of net output will be saved and invested. Hence we know 


df(KL) 

JL 


*w - 
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accumulation of capital during the current period. Added to the already accu¬ 
mulated stock this gives the capital available for the next period, and the whole 
process can be repeated.” 


Possible Growth Patterns 

In order to find out if there is always a capital accumulation path consistent 
with any rate of growth of the labour force towards steady state, Professor 
Solow introduces his fundamental equation 3 

r=jf(r, 1 )—nr ••• (6) 

In this equation r is the ratio of capital to labour (K/L), n is the relative rate 
of change of the labour force ( L/L ). The function sF(r , 1) represents output per 

worker as a function of capital per 
• worker. In other words, it is the 



FIG. 26.1 


total product curve as varying 
amounts r of capital are employed 
with one unit of labour. The equa¬ 
tion (6) itself states that the rate of 

• 

change of capital-labour ratio (r) is 
the difference of two terms, one re¬ 
presenting the increment of capital 
[sF(r, 1)J and the other increment of 
labour (nr). 

Solow illustrates diagrammati- 
cally possible growth patterns based 
on his fundamental equation (6). 

In Fig. 26.1, the ray through the 
origin is the function nr. The other 
curve represents the function 5f(r,l). 


'Wc arrive at the fundamental equation thus: 

Equation (5) helps to study the behaviour of the capital-labour ratio (A :/L). To do this, 

K 

he introduces a new variable r for the capital-labour ratio. Thus r= -j— or K-*rL. Substitu¬ 
ting (4) into this expression, wc have 


Differentiating with respect to time to get an equation for the rate of change of capital 
stock. The product rule of derivates gives us 

dK . d d 

'ST' +r ~dT L " M 


dt 


= 4 ."‘ 


=(r+nr)L 0# n * (By taking as common) 

Substituting (5) into it, we have 

(r+nr)L 0 ,"*=sF(K, I„"«) 

This tells us how capital is growing assuming that labour is fully employed and a fraction, 
s. of full employment output is saved in each period. 

Assuming constant returns to scale which means that the production function is homo¬ 
geneous of degree 1 wc divide and multiply the above relation by L 0f «« to get 

,r+nr >-' F (-£f i ) 
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„ „».. ...» " £ 

point of intersection ote ^ ^ stoc k ma $t expand at the same 

^=S=Lrf.*j££-*--—- ”■ 

and output per head of labour force ; if there is a divergence 

What will be the behaviour of the captlaWabour^,, ^ f , Qn the 

between r’ and r. If r>r th ' ' , oward Thus the equilibrium 

contrary, if r<r\ nr<sF(r, ), r wl . . , f thc cap iial-labour ratio, the 

value r is stable. "Whatever the ‘-^'aHCcd growth a, the natural rate .... If 
system will develop toward a st .... ra .: 0 capital and output will 

- r«=.«£*«« -—- 

::rr ;»'~ - * - - - - * 



Subiraciing nr from both hides 


, 1 -labour ratio j 

r-sFir. ly-nr 


Finally, .nil.. , .0, .he capiuMabo-r ,.uo « *. .he Solow fundamemal «*- 


tioo (6) 
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toticaUy expand at rate n, but around n there is less capital than around r„ 
hence the level of output per head will be lower in the former case than m the 
latter The relevant balanced growth equilibrium is at n for an initial ratio any 
where between 0 and r„, it is at r s for any initial ratio greater than r,. The ratio 
r, is itself an equilibrium growth ratio, but an unstable one, any accidental distur¬ 
bance will be magnified over time. Figure 26.2 has been drawn so that produc¬ 
tion is possible without capital; hence the origin is not an equilibrium growth 

configuration.” , , 

Professor Solow concludes his model thus: “When production takes place 
under the usual neo-classical conditions of variable proportions and constant 
returns to scale, no simple opposition between natural and warranted rates of 
growth is possible. There may not be ... any knife-edge. The system can adjust to 
any given rate of growth of the labour force, and eventually approach a state of 

steady proportional expansion,” U, 

A/C A L A Y 

-T°~i — r 


A Critical Appraisal . 

Solow is a pioneer in constructing a neo-classical model where he retains the 
main features of the Harrod-Domar model like homogenous capital, propor¬ 
tional saving function and a given growth rate in the labour force. He takes a 
continuous production function, which has come to be known as the neo-classi¬ 
cal production function, in analysing the process of growth. The assumption of 
substitutability between labour and capital gives the growth process an adjust¬ 
ability and provides a touch of realism. Unlike the Harrod-Domar model, he 
demonstrates steady-state growth paths. Last but not the least, the long-run rate 
of growth is determined by an expanding labour force and technical progress. 
Thus Professor Solow has successfully shunted aside all the difficulties and rigi¬ 
dities which go into modern Keynesian income analysis. 

His “purpose was to examine what might be called the tight-rope view of 
economic growth and to see where more flexible assumptions about production 
would lead a simple model.” Despite this assertion by Solow, his model is weak 
in many respects, as pointed out by Professor Sen. 4 Firs f, the Solow model takes 
up only the problem of balance between Harrod’s G„ and G n and leaves out the 
problem of balance between G and G*. Second, there is the absence of an invest¬ 
ment function in Solow’s model and once it is introduced, the Harrodian problem 
of instability quickly reappears by the Solow model. Thus, according to Sen, the 
assumption of substitutability between labour and capital does not seem to be a 
key difference between neo-classical and neo-Keynesian studies of growth, and 
the main difference seems to lie in the investment function and the consequent 
failure to assign a major role to entrepreneurial expectations about the future. 
Third , the Solow model is based on the assumption of labour-agumenting techni¬ 
cal progress. It is, however, a special case of Harrod-neutral technical progress 
of the Cobb-Douglas production function type which does not possess any em¬ 
pirical justification. Fourth, Solow assumed flexibility of factor prices which may 


4 Am>rtya Sen (1970). op. clt. 
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bring difficulties in 'he pa.h wwards ««* growth■ J^nsttnce. Je ««_of 

interest may be prevented from fa g revent the capital-output ratio 

problem of liquidity trap. This m y. ' * alh f equi ijbrium growth. 

from rising to a level necessary ^ assumption of homogeneous 

Fifth, the Solow model is ^ goods are highly heterogeneous 

and malleable capital. As a matter of , P ^ it is not casy to arrive 

and thus pose the P roblem of agg g c varielie ? 0 f capital goods. Lastly, Solow 
at the steady growth path when t anJ , rcats lhe latter as an exogene- 

leaves out the causative of technical. P g ^ prnblems of induc i„g tech- 

ous factor in the growth P rocess - learning, investment in research, and 

nical progress through the process ot learning. 

capital accumulation. 



Chapter 27 

KALDOR'S MODEL OF GROWTH 


P ROFESSOR Kaldor in his A Model of Economic Growth 1 follows the 
Harrodian dynamic approach and the Keynesian techniques of analysis. The 
other neo-classical models treat the causation of technical progress as completely 
exogeneous, but Kaldor attempts "to provide a framework for relating the genesis 
of technical progress to capital accumulation." 


Assumptions of the Model 

The basic properties or assumptions of Kaldor’s model are as follows: 

1. It is based on the Keynesian full employment assumption in which the 
short-period supply of aggregate goods and services is inelastic and irresponsive 
to any increase in monetary demand. 

2. It assumes that technical progress depends on the rate of capital accumula¬ 
tion. For this, Kaldor postulates "the technical progress function" which is a 

joint product of two tendencies: growth of 
capital and growth of productivity. The 
capital-output ratio will depend upon the 
relation between the two. In Fig. 27.1 7T' is 
the technical progress function which is 
convex upwards but flattens out beyond a 
certain point, such as P in the figure, when 
capital per worker starts diminishing. The 
annual percentage growth in capital per 

worker at time t is ) measured 

horizontally and the annual percentage 
growth in income per worker at time t is 



FIG. 27.1 


( _L *°\ measured vertically. At point P, the percentage rate of growth of 
\Ot * dt) 

capital and the percentage rate of output (income) are equal. The behaviour of 
the capital-output ratio will depend upon the flow of new ideas, as represented 
by the shape and position of the 7T' curve and the rate of capital accumulation. 
If the rate of capital accumulation is less than the point of equality of the growth 
of capital and the growth of output, the capital-output ratio will be falling and 
there will be labour-saving inventions, and vice versa. If the rate of capital 
accumulation is less than OK or one happens to be to the left of P t output will be 
growing faster than capital, the rate of investment will be stepped and the rate of 


1 Economic Journal, Vol. 67, December 1957. Also in Essays on Stability and Growth, 1960, 
pp. 258-300. 
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profit on new investment will increase. This will lead to a movement towards the 
right till point P is reached. On the contrary, if one happens to be to the right of 
P, capital will be growing faster than output, the rate of investment will decline, 
so will the profit rate and a backward movement towards P will set in till the 

^^IncZe^n'sists'oftlges and profits where wages comprise salaries and 
earnings of manual labour, and profits comprise incomes of entrepreneurs as well 

“ 4 Pr T^ y saWngs S consist of savings out of wage, and savings out of P r °6“. 

5. Itis assumed that the share of profits in total income ,s a function of mvest¬ 
ment. given the propensity to save out of profits. 

6. All macro-economic concepts of income, wages, profits, capital, saving 

investment used in the model are expressed at constant P rices . f 

7. Kaldor assumes an investment function which v s of any 

period partly a function of the change in output and partly of the change 

rate of profit on capital in the previous period. 

8. Monetary policy plays a passive role in the model “ “ l 0 J y wag es 

be rising faster than productivity or pari passu with product y. 

T U “burned that there are no effects of 

and wages, and of a change in interest rates on the chome acc q umulation 0 f 

10. The choice of techniques is assumed to alter ™ ma irine industries, 
capital and the progress of techniques id the capital-goods m g 

WORKING OF THE MODEL 

The model operates under two stages: (fl) constant work,n ® r wl 

expanding population. In the former, the proportionate gr head. In 

income will be the same as the proportionate growth rate of output per ^ 

the latter, the proportionate change in l0 ‘ al rcal . cba0ge in the total 
portions change in output per head and the proport “*1* 

working population. We discuss these two versions of the model b . 

(A) Constant Working Popol*«» on , functions . (0 the 

For the operation of the model. KaIdor z Z\iU) the technical progress 

savings function, (//) the investment function. and 1 CQuations as under 
function. The three functions are explained in terms of lmea q 

Si=aPi+ ^ r ,_ Pl) -<» 

In'equation (1). savings (ft) consist of savings («) out of profit* (W S ™" g * 
(ft ou, of wages (JW.) in period .. The inequalities l 0 show ^ p 

and & lie between 0 and 1. and that « (savings out of profits) g 
(savings out of wages). 

(//) Investment function . 

K.-<r„ + r(&)r~ - (2) 
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= — Kt * * * P'W 

where a'>0 and fi >0 

Equation (2) shows that the stock of capital (AT,) at time t is a coefficient a' of the 
output of the previous period (Ti-i) and a coefficient 0' of the rate of profit on 

capital of the period (jfy multiplied by the output of the previous period 

(y,-!). Equation 2.1 shows the investment function where investment in period 
t equals the stock of capital in the next period minus the stock of capital 
in the current period (K t ). The inequalities a'>0. and 0'>O reveal that the values 
of the coefficients a' and F are greater than zero. 

(i/i) Technical progress function 


Y, 


^Y. 



where a # >0, and 1>(J >0 

Equation (3) shows that ihe rate of growth of income (and labour productivity) is 
an increasing function of the rate of net investment expressed as the proportion of 
the stock of capital (I t IK,) in period t multiplied by the capital per head P' plus 
the coefficient of technical progress a # . Here the value of the coefficient of 
technical progress is greater than zero but of capital per head lies between 0 and 1. 

Given these functions, if we start from a point of time, r=* 1, the existing stock 
of capital Ki can be regarded as a datum, inherited from the past. Taking To and 
K 0 as the income and capital of the previous period, Y\ can be taken as the 
given income which the fully employed labour force (constant population) 
produces with the help of the capital stock K\. 

The technical progress function as given by equation (3) shows the growth 
of income and capital from period h onwards whereby the economy gradually 
moves from a short-period equilibrium to a long-period equilibrium of steady 
growth. Taking the identity S,e/„ it is the level of profits which brings about 
the equality of saving and investment. For a stable equilibrium path, the follow¬ 
ing condition should be fulfilled 

Yt 


*~P>P' 


K, 


...(4) 


This implies that the growth rate of savings should be greater than that of invest¬ 
ment for the stable equilibrium. But this is only a necessary condition. The suffi¬ 
cient conditions for the stable equilibrium path should be 

P,^Y t -w ...(5) 


P, . 


...( 6 ) 


In fact, equations (5) and (6) are inequalities which act as constraints on the 
stability of the equilibrium path. Equation (5) indicates that the level of profits 
(P t ) should not exceed income minus wages (Y t —w). While equation (6) indicates 

that the rate of profit (Pi'Y,) should be greater than the minimum margin of 

profits (m) so that the entrepreneurs should continue to make further investments. 
Equations (4), (5), and (6) imply that the equilibrium brought about by the 
equality of saving and investment through the mechanism of profits would not be 
a stable one. However, the steady growth path would depend on the ‘technical 
dynamism’ of the economy, i.e., on the technical progress function, as given by 
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the following condition 




1-P' 


..(7) 


where G is the growth rate of output which is determined by the technical 
progress function, as given on the right of the equation. 

This is illustrated in Fig. 27.2 where the 

proportionate growth of capital ^ ) 


) \ 



K, X, T, X 

PflOPO^TlONATI GROWTH Of CAPITAL 

FIG. 27.2 


is measured horizontally and the propor 
. e • ( 

tionate growth of income ^ y t 

vertically. Point G as determined by the 
technical progress function 7T and the 
45° line is one of steady growth where 
the proportionate growth of income 
equals thejjroportionatc growth of capital. ^ 

Starting from period /i where the growth g 
of output Ci is greater than the growth 
of capital (/i/tfi), the rate of invest¬ 
ment will increase in the subsequent 
period so as to make IJK t equal G i at A. 

in subsequent periods will rise till point G « This I^ * 

reinforced by changes in the rate of profit on cap,.a (NX,). An 
change in PJK, will make the increase in /,/*, even greater. 

sanyr =£== & 

rate of increase of the means of subsistence, he assumes that, (a) For any given 
e ihty rate the percentage rate of growth in population cannot exceed a 
certain^minimum howe’er real income is rising;” and W e rate olT popu .non 
growth will rise moderately as a function of the rate of growth of income 
some interval of the latter before that maximum ,s reached. 

Given these assumptions, the relation of population growth wi.h the growth 
in income is expressed by Kaldor algebraically as under: 

l,=g, 

and /, — A (*i> A > 

where /, is the percentage rate of growth of population. *, is the percentage rate 
of growth of income, and A is the maximum rate of population grow.^ f g, A 

and so is /,<A. the rates of growth of income and population will continue 

ns a- .......» 

Fig. 27.3, where the proportionate rate of growth of population^ L . d( ) 
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is measured vertically and proportionate rate of growth of income^-^ . 

is measured horizontally. OK is the growth path of income. PLX is the curve of 

the growth rate of population. As the 
growth rate of income increases, the 
}••$ growth rate of population also rises till 

4 S- the X curve becomes horizontal at a level 

/ where the rate of growth of income ( OY) 

L ' exceeds the former, as at point E. In the 

long run » population would grow at its 
/ jy maximum rate indicated by Z.A portion 

/^ of the dotted population-growth rate 

** '/ t ^ curve. This assumes that the shape and 

o^ position of the technical progress func- 

F l G 27 J tion, as given by the coefficients a # and 

F in equation (3) are not affected by the 
changes in population. This implies that there ire constant returns to scale, that 
is, "an increase in numbers, given the amount of capital per head, leaves output. 

per head unaffected." . 

But in an underdeveloped economy with a low capacity to absorb technical 

changes due to the scarcity of land and capital, the technical progress function 

will be lowered with the increase in the growth rate of population. In this situa¬ 
tion, the technical progress function will cut the capital axis positively as at A m 
Fig. 27.4. This implies that in order to 
maintain output per head at a constant t j 
level, a certain percentage growth in capi- °i a> 

tal per head will be required. We have / , 

therefore two points of intersection. P' 7 

and P of the technical progress function. Sy 
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technical progress function TV may slip 

down as the dotted curve TT" in Fig. 27.4. In this situation, there will not be 
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FIG. 27.4 


any long-run equilibrium. Rather, there may be stagnation in the economy. 

The conclusion emerges from the above analysis that the growth in population 
will lead to long-run equilibrium growth in income depending upon the relative 
strength of the following two factors: “(f) the maximum rate of population 
increase A, and (li) the rate of technical progress, which causes a certain percentage 
increase in productivity, a' in equation (3) above, when both population and 
capital per head are held constant.” 
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A Critical Appraisal 

Kaldor’s model is based on the Keynesian tools of analysis and follows 
Harrod’s dynamic approach in regarding the rates of change in income and 
capital as the dependent variables of the system. But his model is quite different 
from the Harrodian and other models. In Kaldor’s own words, his model is a 
“piece of economics that tries to show that the ultimate causal factor was not 
savings or capital accumulation, but ‘technical dynamism’-the flow of new ideas 
and the readiness of the system to absorb them.” 

Moreover, the model explains not only the steady growth path of the economy 
but also certain features of the growth process which are not explicitly dealt 
with by the other neo-classical model builders. 

Again, the division of the model into two stages—constant population and 
expanding population—is an attempt to reconcile the Harrodian warranted and 
natural Tates of growth by demonstrating the long-run tendency for the two to 
converge by mutual interaction. The expanding population version of the model 
is particularly useful in demonstrating the effect of population growth on the 
growth of income in underdeveloped countries. 

One of the highlights of Kaldor’s model is the introduction of the ‘technical 
progress function’ in place of the usual production function. The technical pro¬ 
gress function relates technical progress to growth of productivity and capital 

accumulation, while the usual production function relates output per head to 

capital per head. Thus, the former is superior to the latter in that .t brings in the 
role of income, wages, profits, capital, saving and investment. 

Further, the technical progress function can be equally applied to an under¬ 
developed economy, having low capacity to absorb technical change due to the 
scarcities of capital and other resources. In such countries, the technical progress 
function will be at a level much below the usual IT curve shown in Fig. 27.1. 
However, with new discoveries and the increase in the capacity of such economics 
to absorb technical changes, the technical progress function may rise gradually 
Thus, Kaldor’s growth model is more realistic than the earlier neo-classical 
models because it is equally applicable to developed as well as underdeveloped 

economies. , , . . 

Despite these virtues of the Katdor model, it is not free from certain 

” Theodor model does not explain the determination of the rate of growth 

of the economy, as has been explained in the Harrod-Domar models .n terms of 
the volume of investment, saving-income ratio and the capital-output ratio. 

Unlike the Harrod-Domar models, this model does not give the reasons for 
stability or instability in the economic system. Rather, it analyses certain features 
of the growth process which emphasise ‘convergence and stability 

But these drawbacks do not detract from the advance made by Kaldor in 
growth theory through this model which has been further elaborated and 
improved upon by him along with Mirrlees.' 


•N. Kaldor and J.A. Mirrlees. "A New Model of Economic Growth,” R ES., Vol. 29, 
1961-62. Reprinted in Amarty* Sen, op. di. 


Chapter 28 

THE MODELS OF TECHNICAL CHANGE 


INTRODUCTION 

'■pHE Harrod-Domar analysis is based on the assumption of fixed coefficients 
1 in production and thus gives rise to the famous 'knife-edge’ problem. The 
neo-classical models also treat technical progress exogeneously. Kendrick, Kaldor 
and Solow, among others, have been the most consistent critics of this approach 
who have tried to demonstrate the role of technological changes in the growth of 
an economy. Before discussing the models of technical change, we shall attempt 
the basis of these models as enshrined in the controversy over neutral and non- 
neutral technical change. 


NEUTRAL AND NON-NEUTRAL TECHNICAL CHANGE 

A technical change is said to be neutral when it is neither capital-saving nor 
labour-saving. On the contrary, non-neutral technical change is cither capital- 
saving or labour-saving. In the literature on growth economics, the two impor¬ 
tant definition. pertaining to neutral and non-neutral technical change are by 
Hicks and Harrod. 

Hicks Neutrality. According to Hicks. 1 an invention is said to be neutral when 
it raises the marginal productivities of labour and capital in the same proportion. 
In other words, a technical change is neutral if the ratio of the marginal product 
of capital to that of labour remains unchanged at a constant capital-labour ratio. 
Hicks-neutral technical change is explained in Fig. 28.1 by comparing points on 
two different production functions. The vertical axis measures output per man 
q(-=Q'L where Q represents output and L lab >ur inputs) and the horizontal axis 
the capital-labour ratio k( -= K/L where A'and L represent capital and labour 
inputs in physical units). OM measures the ratio between the marginal products 
of labour and capital. OP is the production function before the technical change 
and OPv is the production function after the technical change. 

Taking the production function OP, the slope of the tangent AflVA measures 
the marginal product of capital and OW measures the marginal product of 
labour. To prove that OM measures the ratio between the marginal products of 
labour and capital, take the triangle OWM. Since the slope of MW shows the 
marginal product of cap.tal, say u , we can express it as 



OW 

u 


Hence OM measures the ratio between the marginal product of labour (OW) 


ar.d the marginal product of capital (u). 


1 The Theory of Wages , 2nd edn.. 1963 
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fewer inputs of labour and capital than before so that the isoquant after the 
change (/J shifts below the original isoquant (/) in the Figs. 28.2 and 28.3. 

Figure 28.2 depicts the case of labour-saving technical change where t 
is the isoquant before the technical progress and h after the technical pro¬ 
gress. At the point B on the isoquant fi less labour is Required relatively to 
capital for a given capital-labour ratio. This type of technical change is relati¬ 
vely labour-saving. If the amount of labour used is reduced absolutely and 

that of capital rises, then the techni¬ 
cal change will be absolutely labour- 
saving and capital-using. 

On the other hand, a technical 
change is capital-saving if it raises 
the marginal product of labour 
relatively to capital, at a constant 
capital-labour ratio. The given out¬ 
put will now require less capital 
relatively to labour. This is illustrated 
in Fig. 28.3 where at the point B on 
the isoquant /j, less capital is requir¬ 
ed relatively to labour after the 
technical change for a given capital- 
labour ratio. This type of technical 
change is relatively capital-saving. 
If the amount of capital used is reduced absolutely and that of labour rises, 
the technical change is absolutely capital-saving and labour-using. 

The precise manner in which the relative and absolute amounts of labour and 
capital used will change as the result of the technical change will depend upon 
the factor-elasticities of substitution and product-elasticities of demand. “It will 
depend on the elasticities of substitution between capital and labour in the econo¬ 
my, for these will help to determine what effects the technical change has on the 
prices of the two factors. It will also depend on the elasticities of demand for 
the products of the various industries that make up the economy.”* 

Under Hicks-neutral technical progress, the factor shares remain constant if 
factor proportions and relative remunerations of labour and capital are constant 
In terms of our Fig. 28.1, it implies that between A and B if the slope of the 
production function OP x at B is greater than the slope of the production func¬ 
tion OP at A in the same proportion as the output KB is greater than output KA, 
then the technical progress is Hicks-neutral. This means that when the amount 
of capital is changed, the marginal product of capital (or the amount of profit 
per unit of capital) increases in the same proportion as total output. In other 
words, between A and B the proportion of total output which is paid out in pro¬ 
fits and wages remains constant if technical progress is Hicks-neutral. It is also 
the case when the elasticity of substitution between labour and capital is equal to 
unity. M 

Criticism. Hicks-neutrality has been criticised on the ground that it is a rigid 



'Op cit., words io italics added. 
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because it is applicable to a dynamic situation rather than a static situation. As 
such, it forms an important part of the theory of economic growth because it 
uses the concept of the capital-output ratio which is indispensable in modern 
growth analysis. Assuming constant returns to scale, changes in the capital-output 
ratios can come about only through technical changes. 

Moreover, in Harrod-neutral technical change there is no direct reference to 
labour because it is entirely based on the relationship between capital and output. 
Still, capital-labour ratio and output-labour ratio may change without technical 
progress. But with a constant capital-output ratio, Harrod-neutral technical 
progress will not by itself change the capital-labour ratio. However, a Harrod- 
neutral innovation may raise the productivity of all types of labour engaged in 
making and operating machines in exactly the same proportion as the output 
from these machines. In other words, it means that under the Harrod neutrality 
the rise in the output per machine would be in the same proportion as the rise 

in the output per man. ...... 

Another implication of the Harrod neutrality is with regard to the distribution 
of factor shares in national output. Under Harrod-neutral technical progress, the 
shares of capital and labour in national output are constant if the capital-output 
ratio and the rate of profit are constant at A and B in Fig. 28.4. We may also 
say that when labour and capital are producing a product and there is Harrod- 
neutral technical change, it would raise the wages and profits of both, proportio¬ 
nately to the increase in output. In this context, the assumption of a constant 
capital-output ratio implies that the capital stock and the labour force grow at 
the same rate. It is then that the incomes of the capitalists would grow at the 
same speed at which the wages of the workers rise. If a technical progress is 
capital-saving in Harrod*s sense, this will raise the share of labour in national 
output and reduce that of capitalists, given a constant rate of interest. On the 
other hand, a labour-saving technical progress will reduce the share of labour in 
national output and increase that of capitalists, with a constant rate of interest. 

Harrod neutrality can be shown in the form of a production function as 

Q=F[K, A(t)L ] 

Here Q is a function Fof K aod A(t)L which means that given constant returns 
to scale an equal proportionate rise in capital (K) and in effective labour units 
[/4(f)L] must lead to an equal proportionate rise in national output (0. With 
the rate of interest being constant, the efficiency of labour increases in the 
whole economy. “With population growth, there is an increase in the number of 
men at work; Harrod-neutral technical progress increases the amount of work 
each man can do. The result is that, both with population growth and with 
Harrod-neutral technical progress, the GSP rises at a given rate. The difference 
is that, with Harrod-neutral technical progress, income per head (real wage per 
head) increases; with population growth it remains the same. As Joan Robinson 
and Uzawa have shown, on the strict definition. Harrod-neutral technical pro¬ 
gress raises income at the same rate whatever the (constant) level of the capital- 
output ratio. It is this rate which measures technical progress." 4 This formulation 
of Harrod-neutrality has been described as 'pure labour augmenting technical 


k 


'Ibid., pp. <>37-38. 
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progress.' Solow’ has. however, shown .ha, Harrod-neutrality can be purely 
‘capital augmenting technical progress’ with the production functton 

Q=F[A(t)K, L ) . 

Here -4(r). the index of technical progress has been prefixed to K instead of to 

progress u'both Hicks-neutra. and Harrod-neutral if the elasticity of substitution 
between labour and capital is unity and there is no change in the distribution of 

income There is neutral technical change in Hicks' sense if with given labour 
force capital remains unchanged and the distribution of income 'S 'he same^ 

U is Harrod-neutra. if with given labour force, capita, •■'creases in .he same 

reference to SoloWs contribution. 
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weights add to one and we have, 

where dots indicate time derivates and at is the capital elasticity of output 

Relying on the United States time series where capital and output grew at 
approximately the same rate, Solow proceeded to focus on the rate of technical 
change. “By using data on the share of capital and labour, and the rates of 
growth of capital per head and output per head, the contribution of the 'residual* 
is obtained after calculating the contribution of capital. This residual is attributed 
to technical progress.” Solow came to the conclusion that during 1909-49 the 
average growth rate of output per head in the United States could be attributed 
12.5 per cent to the increase in capital per worker and the residual 87.5 per cent 
to technical change. 

Its Criticism. These conclusions tended to undermine the role of investment 
in contrast to technical change in the growth process. In the words of Phelps, 
“The results of this approach produced a wave of investment pessimism.** 
Whereas, according to Rosenberg, “they provoked a wide response on the part 
of economists wakened, as it were, from their ‘dogmatic slumber.’* They became 
sceptical about such a large size of the ‘residual.’ As Abramovitz admitted, “It is 
a measure of our ignorance ’* Griliches observed that the ‘residual approach’ is 
not of much use in understanding the growth process because it is based on 
the concept of a production function which is not very useful if it is not a 
stable production function and if there are very large unexplained shifts in it. 
Critics further pointed out that the ‘residual approach’ tended to ignore other 
influences like improvements in the quality of labour due to education, etc. 
Further, this approach is based on the unrealistic assumptions of perfect com¬ 
petition, constant returns to scale and complete homogeneity of the capital 
stock. Therefore, Denison, Kendrick, Griliches and others tried to quantify and 
break down the residual into further components. They contended that the ‘resi¬ 
dual’ was not a catch-all and that changes in output were due to changes in the 
quantities and qualities of inputs, in economies of scale and advances in know¬ 
ledge rather than the result of technical change, assuming a stable production 
function. 

Embodied Technical Change. In an alternative model entitled 8 Investment and 
Technical Progress (1961), Solow himself modified the residual approach based 
on disembodied technical change in which capital stock is regarded as homoge¬ 
neous and technical change floats down from the outside. “In this model new 
capital accumulation is regarded as the vehicle to technical progress. Technical 
progress increases, the productivity of machines built in any period compared 
with machines built in the previous period, but it does not increase the produc¬ 
tivity of .machines already in existence. Technical progress is ‘embodied’ in new 
machines. Machines unalterably embody the technology of their date of construc¬ 
tion. Machines built at different dates ... are therefore qualitatively dissimilar, 
and cannot in the general case be aggregated into a single measure of capital. 
A separate production function is needed for each vintage. Total output is the 


•Mathematical Models in Social Sciences, (ed.) Arrow, Karlin and Suppcs. 
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sum of output of all the vintages in use.” 9 

Assumptions. This model assumes that: (a) capital stock consists of machines 
of different vintages i.e., built at different dates; (6) new machines are more 
productive than machines of older vintage; (c) technical change proceeds at some 
given proportional rate; id) technical change affects only new machines; (e) * 
technical progress is uniform; (/) machines embody all the latest knowledge at 
the time ^ construction but do not share m any subsequent improvements in 
technology; (g) only gross investment in new machines ,s considered in the 
model; ( h) and the production function is linear homogeneous of the Cobb- 

D gS these assumptions, the total output Qv{l) at time t from the machines 
of each vintage v is given by a Cobb-Douglas production function 


Qv{t) = Be Xv Lv(l) a Kv{0 


... (4) 

TJX «?£ »«» 
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•F.H. Hahn and R.C.O. Maihcws, "Tbe Theory ol Economic Growih." A Survey. Scone 
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savings rate and thereby the average quality of machines in use can be raised. 
Thus the output per man can be increased. 

Its Appraisal. Unlike the model of disembodied technical change in which the 
capital stock is assumed to be completely homogeneous, in the model of embodied 
technical change new machines are better than old machines and technological 
progress is embodied in the new machines. In the former approach, capital- 
labour ratios change at all times along the Cobb-Douglas production function. 
But in the latter approach, once a machine is constructed it has fixed labour 
requirements. In other words, ‘each machine is designed to be worked with a 
given crew of men, and the size of the crew cannot thereafter be changed.' In the 
terminology of Johansen, this model is said to have ex ante substitutability 
between labour and capital and ex post fixed co-efficients (or no ex post) substi¬ 
tutability. Or, in the words of Phelps, it is a ‘putty clay’ model—putty ex ante 
and clay ex post. On the other hand, the model of disembodied technical change 
is one of ex ante and ex post substitutability or a ‘putty-putty' model. 

There are, however, certain *limitations of the embodied approach to technical 
change. 

1. It fails to consider the influence of wage expectations on machine construc¬ 
tion. In fact, an investor forms expectations of wage rates extending into the 
future before constructing a machine. In that case the real wage rate will not 
equal the marginal productivity of labour on the machine of a given vintage and 
type, but it will equal the average output per man on the least efficient machine 
in use. 

2. The model is based on the assumption of perfect competition and hence it 
fails to consider factor market imperfections. 

3. The Solow model assumes that machines depreciate exponentially. But, 
as pointed out by Stiglitz, this may be a reasonable assumption for telephone poles 
but not for most machines. 

4. The entire model is based on the hypothesis that machines are of different 
types and new machines are better than old machines. But it does not treat ‘capi- 
tal-in-gcneral’ which has come to be known as the aggregation of capital stock. 

5. Another assumption on which this model is based relates to fixed labour 
requirements. This is unrealistic for an economy with a higher output per man 
which may have a lower capital-labour ratio. 

6 . This model concentrates only on technological progress as embodied in new 
machines and ignores the problems of inducing innovations through the process 
of learning and investment in research. 


Chapter 29 

STEADY-STATE GROWTH 


MEANING 

HPHE concept of steady-state growth is the counterpart of long-run equilibrium 
1 in static theory. It is consistent with the concept of dynamic equilibrium. In 
steady-state growth all variables, such as output, population, capital stock, 
saving, investment, and technical progress, either grow at constant exponential 
rate, or are constant. 

Taking different variables, some of the neo-classical economists have given 
their interpretations to the concept of the steady-state growth^ To begin with 
Harrod, an economy is in a state of steady growth when Gw = Gn. Joan Robin¬ 
son described the conditions of steady-state growth as a Golden Age of accumu¬ 
lation thus indicating a -mythical state of affairs not likely to obtain in any 
actual economy.'* But it is a situation of stationary equilibrium. According to 
Meade, in a state of steady growth the growth rate of total income and the 
growth rate of income per head are constant with population growing at a 
constant proportionate rate, with no change in the rate of technical progress 
In 1958. Professor Kaldor summed up six factors that have led to the growth 
of advanced industrial economies. These he termed as "the stylized facts which 
a growth model must explaio. They are summarised as under: 

(1) The growth rale of real output per man-hours is fairly constant over long 
periods of time. In other words, the growth rates of output and labour input arc 

constant over time. . . 

(2) The growth rate of the capital stock is fairly constant but greater than the 

growth rate of labour force. Thus capital-labour ratio increases through time. 

(3) The growth rate of the capital stock and.thc growth rate of real output is 
about the same. So the capital-output ratio is constant and shows no definite 

trend over time. . .... 

(4) The profit rate, defined as the ratio of profits (P) to the capital stock (A) 
is fairly constant over the long run. With a constant capital-output ratio, it 
means constant relative shares of labour and capital in national output. 

(5) The growth rate of output per man can change considerably from one 

country to another. 

(6) Those economies which have a high share of profits in income tend to have 
a high ratio of investment to output. 

An economy growing according to the first four ‘stylized facts’ is said to be in 
a steady state because the last two facts relate to comparisons between different 
countries. Thus in terms of these stylized facts an economy is said to be in a 
steady state when its output, employment and capital stock grow exponentially, 
and its capital-output ratio is constant. It is more convenient, usually, to define 
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a steady state by the requirement that output and employment be growing at 
some constant proportional rates and that net saving and investment be a 
constant fraction of output. For then net investment must be growing at the 
same proportional rate as output, and so must the stock of capital which is the 
sum of past net investments. The capital-output ratio will then be constant. 

PROPERTIES OF STEADY-STATE GROWTH 

The neo-classical theory of economic growth is concerned with analysing the 
properties of steady-state growth based on the following basic assumptions of the 
Harrod-Domar Model. 

1. There is only one composite commodity which can be consumed or used as 
an input in production or can be accumulated as a capital stock. 

2. Labour force grows at a constant proportional rate n. 

3. Full employment prevails at all times. 

4. Saving-income ratio ( s ) is constant. 

5. Capital-output ratio (v) is also given. 

6 . There are fixed coefficients of production. There is no possibility of the 
substitution of capital and labour. 

7. There is no technical change (m). 

The neo-classical growth models discuss the properties of steady-state growth 
by incorporating and relaxing these assumptions. 

Harrod-Domar Model 

Wc first take the Harrod-Domar model. The Harrod-Domar model where 
s/v=n f m is not a steady-state growth model. It is one of knife-edge balance 
between cumulative inflation and cumulative deflation. It is only when the 
warranted growth rate sfv equals the natural rate of growth n+m, that there will 
be steady-state growth. But s, v, n and m being independent constants, there is 
no valid reason for the economy to grow at full employment steady state. So we 
discuss the roles assigned to them one by one in the neo-classsical growth theory. 

1. Flexibility of n 

Economist* like Joan Robinson and Kahn have shown that the presence of 
unemployment is compatible with steady growth. So the assumption of the 
growth rate of labour force at full employment is dropped. Instead, it is replaced 
by the condition that the growth rate of employment should not be greater than n. 
For steady growth it is not necessary that s/v=n. Rather, equilibrium growth is 
compatible with s/v<n. This is what Kahn calls a bastard golden age as against 
Joan Robinson’s golden age where sjv=n. In a bastard golden age the rate of 
capital accumulation ( s/v ) is less than the growth rate of population (n), so that 
unemployment increases. In this age capital stock is not growing faster because 
of inflationary pressures. Rising prices mean a lower real wage rate. When the 
real wage rate is at the tolerably minimum level, it sets a limit to the rate of 
capital accumulation. 
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2. Flexible Capital-Output Ratio (v) Harrod-Domar model, that of 

Now we turn to the second assu p ^ ^ Swan and Samuelson have 

ratio implies that there is a constant P rop ° r d labour required to produce 

of output. In other words, the amount of * a continuous 

a unit of output are fixed The neo-c,ass,cal eooaom.s.s^po^u^ ^ ^ The 

production function linking output technical progress and 

other assumptions of constant returns to scale, no 

constant saving ratio are retained. .... , capiu | a nd labour and by 

Solow shows that because of the substituted y_ P ^ ^ increased and 
increasing the capital-labour ratio, the> cap ', ^ rate _ n+m . lf ,he 

hence the warranted rate j/v can be m q h rate |he ec onomy tries to 

warranted growth rate exceeds th making labour more expensive 

break through the full e^yMt.r^JJJ ,abour-sav,ng techni- 
in relation to capital, and making in reduced until it 

ques. This raises the capital-output ratio and growth ralc is lcss 

coincides with n + nt. If, on t e 01 C . ’ Jus i abour which lowers the real 

than the natural growth rate, there will b p . m0 re | a bour-inten- 

wage rate in relation to the real interest ^ ratio (v) thereby 

sive techniques are chosen which reduce P +m lh P c natU ral growth rate, 

raising s/v. This process continues till */ . lbc slca dy-state growth 

Thus, it is the capital-output ratio whuh m 
single-handed while i. n and m remain constant. 



This situation is explained in Fig. 29 . 1 wherecapi,a.-lab°ur ^cap.wl 

per man) is taken on the *•*---g K ^ growth rate 
45° line OR represents capital-output ra constant capital- 

equals the natural growth rate. Every point on OR 
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labour ratio. OP is the production function which measures the marginal pro¬ 
ductivity of capital. It also expresses the relation between output per man (y) and 
capital per man (/c). The tangent WT to the production function OP indicates 
the rate of profit at point A corresponding to the marginal productivity of 
capital. It is at this point A that the warranted growth rate equals the natural 
growth rate, l.e. t s/v=/i+m. Here the share of profit is WY in national income 
OY and OH' is the wage per ipan. Assume a situation Xa where the stock of 
capital is above the equilibrium stock. It indicates that the capital-labour ratio 
is above the full employment equilibrium level ratio at At Thus, there is some 
idle capital which cannot be utilised and the rate of profit declines (which can be 
shown by the joining tangent T' at A t to the Y -axis where it shall be above OH') 
till it reaches point A of steady-state growth. The opposite is the case at K\ 
where the growth rate of capital accumulation is higher than that of labour 
force. The rate of profit increases at A x (which can be shown by joining the 
tangent T to the T-axis where it shall be below OW) till the steady-state growth 
point A is reached. In the Harrod-Domar model there is a single point of equili¬ 
brium A on the production function OP because the capital-output ratio (v) is 
fixed. But io the neo-classical model there is a continuous production functioa 
along which the capital-output ratio is a variable and if the economy is thrown 
ofTthe steady-state level A , it will itself return to it by variations in the capital- 
labour ratio. Thus the equilibrium value of K is stable. 

3. Flexibility of the Saving Ratio(j) 

The Harrod-Domar model is also based on the assumption of a constant 
saving-income ratio (s). Joan Robinson and Kaldor have developed the hypo¬ 
thesis which treats the saving-income ratio as a variable in the growth process. 
It is based on the classical saving function which implies that savings equal the 
ratio of profits to national income. 

The hypothesis is that the economy consists of only two classes, the wage- 
earners and the profit-earners. Their savings are a function of their incomes. But 
the propensity to save of profit-earners ( sp) is higher than that of wage-earners 
(sw). As a result, the overall saving ratio of the community depends on the 
distribution of income. 

A special case of this hypothesis is where the propensity to save out of wages 
is zero (sw-0 ) and the propensity to save out of profits is positive aod constant. 
Thus the overall propensity to save (5) is equal to the propensity to save of 
profit-earners (j/>) multiplied by the ratio of profits (n) to the national income 
(T), i.e. S=-sp.nl Y. This is the classical saving function. There is also the 
'extreme’ classical saving function where all wages arc consumed (jw=0) and all 
profits are saved (sp = \). Hence the saving-income ratio s=n/Y. 

With a constant capital-output ratio (v) and a variable saving-income ratio (A 
steady-state growth can be maintained through the distribution of income. So 
long as the saving-income ratio ( s ) required to satisfy the condition j/v=n+m is 
not less than the propensity to save of wage-earners {sw ^0) and not greater than 
the propensity to save of profit-earners (sp = 1), steady-state growth will be 
maintained. 
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4. Flexible Saving Ratio (s) and Flexible Capital-Output Ratio (v) 

Steady-state growth can also be shown by taking both the saving-income ratio 
and the capital-output ratio as variables. With the classical saving function given 
by sp.nl Y, the warranted growth rate j/v can be written as: 

„ s spn Y spn f .. s=sp.n/Y ~| 

“ r • T = “7T L • v=k/y J 

Where n',K is the rate of profit on capital which can be denoted by r. Thus the 
warranted rate becomes spr. For steady-state growth, spr=n+m, whereby the 
warranted rate becomes equal to the natural rate of growth. In the special case 
where sp= \ equilibrium between the two is reduced to r=n+m. 

The diagrammatic representation of a variable saving ratio and a variable 
capital-output ratio is given in Fig. 29.2. OP is the production function whose 
slope measures the marginal productivity of capital ( r) at any capital-output 
ratio on a point on OP. Equilibrium takes place where the tangent WT touches 
the OP curve at point A. The tangent WT originates from W and not from 0 
because savings taking place out of non-wage income WY. Point A mdicates the 
rate of profit corresponding to the marginal productivity of capital. In other 
words, at point A labour and capital receive the rewards equal to their marginal 
productivities. OW is the wage rate (the marginal productivity of labour) and 
WY is the profit (the marginal productivity of capital). Thus the steady-state 
equilibrium exists at A. 



5. Technical Progress (m) 

The Harrod-Domar model assumes no technical progress. If technical progress 
is introduced it may be either Hicks-neutral technical progress or Harrod-neutral 
• technical progress. The two types of technical progress permit steady-state 
growth. They have been discussed in detail under Neutral and Non-Neutral Tech¬ 
nical Change in the previous.chapter. 




Chapter Ju 

THE FEL’DMAN MODEL 


/~\ A FEL’DMAN was a Russian economist who wrote an article 4 On the 
G- Theory of National Income Growth' which was published tn We Planned 
Economy, the journal of the Soviet State Planning Commission (GOSPLAN) 
1928. It is a theoretical model which is concerned with long-run planning. 

Assumptions of the Model 

The Fel'dman model is built around the following assumptions: 

1 . It assumes constant prices in the economy. 

2. Capital is assumed to be the only limiting factor. 

3. There are no lags in the growth process. 

4. There is a closed economy. 

5. There arc two sectors in the economy-the consumer goods sector and the 
capital goods sector. 

6 . Production is assumed to be independent of consumption. 

7. There is no government expenditure except on consumption and invest- 

ment. 

8 . There are no bottlenecks in the economy. 

9. The supply of labour is unlimited. 

THE MODEL 

Given ihese assumptions, Fel’dman based his model on the Marxian division of 
the total output of an economy (W) into category 1 and category 2. The former 
relates to capital goods meant for both producer goods and consumer goods, 
while the latter category relates to all consumer goods including raw materials 
for them. The production of each category is expressed as the sum of constant 
capital (O. variable capital (wages), V, and surplus value S. It can be shown as 

IKi-Ci+Ki + 5, 

•Hn^Crf Ki-4-5, 

W =C +S 

“The division of the economy between the two categories is complete, in the 
sense that no existing capital cao be transferred from one to another. Thus the 
rate of investment is rigidly determined by the capital coefficient and the stock 
of capital in category 1. Similarly the output of consumer goods is determined by 

•The Fel dman Model has been iranslaied and imerpreted in English by Evsey D Domar, 
Essays in the Theory of Economy Growth (1957). Essay IX Our aoalysis is based on Professor 
Domar's interpretation. 
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the stock of capita, and the capita. of " 

of total output between consumption (w0 cat egories. The division 

depends on the relative P ro " e “ P ^ tcgory l) between the two categor.es 
of total investment (that is, of o P of total investment allocated 

is, however, variable ^the model." 

l ° In’t'his'two-sector model he * 

]:% ssri—- ,bc rcspec,ive " 

that /-/i+fc 

r=the time measured in f h whole economy; 

ss=s ri ssskss- -—— 

ot-=the average propens.ty to save. 

var,ab '“ twhcn ' 

- Of the economy * - ' «"* * 

,eve of mC ° me (y0) ’ B ® _y_, otber wor ds. it is investment iu catc- 

determined by the exponen . e .i (ha , determines the 

gory 1(f) and the capital-ou.put rauo m «h.« sect 

growth rate of the economy. and y each represent a sum of a 

The fundamental e,uaUon rf ^ wi| diffcr from X.The 

constant and an exponent* m the pass agc of time, 

values of C and T will be greater than the of c 

, r ^ Will dominate the scene and the rates gr 

the exponential • ) wm u 

arh _J£_ But thitf may take quite a long time, un- 
and Y will gradually approach -ft • 

__ (I-tL H. in which case the constants 

less of course it so happens that C, t Vz ' 

. tUr rate of —from the very beginning. 
wm vanish, and C and Y will grow at the rate 

Comparison with the Domar Model wilh the Fel’dman model 

—r: . itj - -—- - - 
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without the assumption that ct=a\ treating a' as a constant. But since a^a', a 
has now become a variable. The rate of growth of investment will now be -~r 

while that of income (by disregarding the difference between a and s ; s being 

the reciprocal of v). The expression is the ratio of marginal propensity to 
save to the over-all capital coefficient. In Fel’dman’s model, however, we have 
obtained -^-as the growth rate of investment where y is the fraction of invest¬ 
ment allocated to category 1 and Vi is the capital coefficient of this category 
only. In the special case when K=*Fi we obtain a'=y. that is Fel’dman’s fraction 
of investment allocated to category 1 and the marginal propensity to save 
become identical. If V x > K 2 ,then Y>a'. When V x = V 2 , Fel’dman’s y and Domar’s 
a' are closely related. 

“But it is merely a reflection of the fact that if a certain fraction of increment 
in national income (a') is to be devoted to investment, a corresponding fraction 
of investment (y) must be allocated to capital goods industries to make the 
production of this increment in investment possible. In other words, in a growing 
economy some capital is used to make more capital. The explicit recognition of 
this fact is one of the virtues of Ferdman’s model.” 

Implications for Economic Development 

The Fel’dman model has important implications for economic development. 
Since V\-V 2% the expressions /, C and y in the model are all inverse functions of 
Vi and V 2 . Fel’dman treated the magnitudes of his capital coefficients as variables 
for the purpose of economic development. If the purpose of economic develop¬ 
ment is the maximisation of investment or national income at a point of time, or 
of their respective rates of growth, or of integrals overtime, y should be set as 
high as possible. This is always true for investment and nearly always for income, 
the only exception being when V\ greatly exceeds V t and even then for a short 
period of time. A high y does 001 imply, however, any reduction in consump¬ 
tion. With capital assets assumed to be permanent, even y-1 would merely 
freeze consumption at its original level. If assets were subject to wear, consump¬ 
tion would be slowly reduced by failure to replace them. Finally, a transfer of 
resources from consumption to investment industries would reduce consumption 
still further, though the latter possibility is excluded from the Fel’dman model. 

Summing up the Fel’dman model, Professor Domar observes that “it contains 
an important element of truth: a closed economy without well-developed metal, 
machinery and subsidiary industries (the complex of the so-called heavy industries) 
is unable to produce a sizable quantity of capital goods and thus to invest a high 
fraction of its income, however, high its potential saving propens ; ty may be. In 
Soviet economic thinking the former consideration has been predominant; in 
our recent literature the ability to save has been emphasized.” This was because 
he felt that more could be achieved with greater utilization of capital than from 
its expansion as happened in Russia from 1924-25 through 1927-28. He therefore 
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favoured a fall in the magnitudes of his capital coefficients. 

But his own analysis of data given in the optimal version of the First Five 
Year Plan of Russia indicated movement and variation in coefficients of specific 
industries, while the average for the whole economy remained almost unchanged 
at 2.4 for every year for the period 1925-26 to 1932-33. However, in the two 
versions of his own long-run plan, he showed in the first an almost constant 
capital coefficient at 2.4 for the period 1926 to 1932 which gradually rose to 3.3 in 
1950; and in the second, a sharply declining coefficient to about 2.0 in 1930 which 
stabilised at 1.4 over the period 1932-50. The purpose of working out such 
contrasting versions was to illustrate the effect of the variation in the size of the 
capital coefficient on the growth rate of national income. For instance, in the 
first version, FeFdman showed that the rate of growth of income first rose from 
6.9 per cent in 1927 to 16.9 per cent in 1932 which declined to 6.8 per cent in 

^Treating the capital coefficient as given, the variable y (the fraction of total 
investment allocated to category 1) can be varied as an instrument of planning. 
Since there is complete intra-category flexibility y can vary between zero to one. 

But the FePdman model does not determine the magnitude of capital coefficient 
because no attempt is made to relate it to any other variables, such as the desira¬ 
bility of the assets, the length of the construction period, the supply of labour 
and of other factors like the magnitude, composition and the rate of growth of 
investment and the industrial structure. 

Moreover, it is difficult to distinguish clearly between consumer goods and 
capital goods industries, when a large number of industries are in the nature of 
intermediate goods industries which help produce both consumer goods and 
capital goods. For instance, metals, coal, transportation, chemicals, petroleum, 
power, etc. are some of the industries whose goods and services are used in both 
categories of FePdman. “Perhaps FePdman could claim that in the Russia of his 
day, practically all metals were used in Category 1 only. But what would he say 
about the rest? Nor would it help to divide an industry (like coal or transporta¬ 
tion) between two categories, because the respective proportions would by their 
very nature lack stability. Of course, any division of aneconomy by industries, 
or even of output between consumption and investment, is difficult and arbitrary, 
but it is clear that PePdman’s method creates special difficulties.” 
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THE MAHALANOBIS MODEL 


INTRODUCTION 

I N October 1952. Mahalanobis developed a single-sector model based on the 
variables of national income and investment. It was further developed into a 
two-sector model in 1953 where the entire net output of the economy was 
supposed to be produced in only two-sectors—the investment goods sector and 
the consumer goods sector. Next he developed the famous four-sector model in 
1955. Wc discuss his two-sector and four-sector models. 

I. TWO-SECTOR MODEL* 

Mahalanobis divides the economy into two parts: A*, the proportion of net 
investment used in the capital goods sector and A e , the proportion of net invest¬ 
ment used in the consumer goods sector 

A*4-A < * I ...(1) 

Further, net investment (/) can be divided into two parts at any point of time 
(r): one. A k f, to increase the productive capacity of the capital goods sector and 
A r / e of the consumer goods sector. In this way 

/»" S A*/|+A # /| ...(2) 

Taking P k and & as the output-capital ratios of the capital goods sector and 
the consumer goods sector respectively and p as the total productivity coefficient, 
the latter can be shown as 

._P i K±PA_ 

9 A*+X # 

But A* 4 -A e =l 

MM.+Mc ...(3) 

The income identity equation for the entire economy is 

l r «=/i + Ci . . .(4) 

Now, when national income changes, investment and consumption also change. 
The change in investment depends upon previous year’s investment (/ 4 _i) and 
so does consumption on previous year’s consumption So the increase in 

investment in period r, is A/i —/*—/•—i. and increase in consumption is AC*= 
Ci-Ci- i. As a matter of fact, the increase in the two sectors is related to the 
linking up of productive capacity of investment and the output-capital ratio. 
First, the investment growth path is determined by the productive capacity of 
investment in the capital goods scc:or (A* I t ) and its output-capital ratio ($*), 


'Foi us asMiminions icfcr 10 ibe oext chapter. 
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So that 

or /i-d+^P*)^ r . 

Putting different values for »(1-1. 2, 3.. . ■) the solutions of equation (5) are 

/i = (l+**M !• 

/*-(l+A*P»)/i 

=(1+M*)(1+A* 0*)/, 

=(I+A A)*/. 

In the same manner, by putting the value of , in equation (5), we ge, 

/,=/.(!+WU' 

nr /*-/.-/.(!+A k p*) , -1 • 

or . U 23 .) in the consumption growth 

Similarly, bv putting the value of f (f — 1, 2, J,..-J 

path ACi=C| —Ci-i=A e ^ e /i-i. wc get 

Cx-c.-W. 

C2 —Ci = K$eh 

^By^suLuting the ^V^tio. (61 and its related 

equations, 0'•+ *; • +« ^I 1 " 

* f A < p c M1+(l+A»p*)-l (H A*P + «+A*W 1 




rd+^v-i 
L d+x*p 


or C|—C,-X^pjJ 


i k )-l J 


f (l-f-XfcPt) 1 -! 


... (7) 


_iLl 

Now, the growth path of income for the whole economy on .he basis o 

equation (4) is 

Ay«=A/«+AC, 

By substituting the values of equations ( 6 ) and ( 7 ) in the above equal"". 

get 


r,- /.=(/. ii+x.p,)'-il+W.[- + \?£- — ] 

- r— \ n “1 


-/.[(i+x,p»)'-h 


. ,+ £§r] 

‘ X*pt4-A f p c "1 

.... X*P* J 

Supposing /.=«.r. and substituting it in the above equation, we have 

y,-r.=«.y. (d+x*p*)*-H [ ] 

,, B- 7 .[n+* <•> 

•These are O-P- series, when they me soNed, the result is the next equetion. It. «*■*» 
is not required. 
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Relation of the Mahalanobls Two-Sector Model with the Domar Model 
Mahalanobis derived his two-sector model from the Domar model. Therefore, 

both models have a close relation. First, we present the Domar model in terms 

of the parameters of the Mahalanobis model. 

The equilibrium equation for determining investment in the Domar model is 

/=°y 

where / is investment, a is the saving-income ratio and Y is the national income. 
The growth of investment in period t is 

A/«=« AYt 

By taking investment in the initial period as /•=“• Y 0 , we have 

A/i A Y t 

/. = «.•' Y 0 
A Y t __02_ A/i 
0r Y. - * • Io 

or tlL [v A y,=y.-r. and A/. 



-2L=-i-[(l+«P)'-l] fv -f =(!+««' and p 

Yo a L 

is output-capital ratio] 


or Y,-r. -Jtr. 1(1 +«§)•-!) 

«. Y, =.-£-y.[(i+«ft*-i]+i'. 

or Y, -y. [l+-^-|(l+«p)*-l |] ..-(I) 

On the other hand, the final equation of the two-sector Mahalanobis model is 

y, -y.[i+«. [d+MW-i ]] 

... ( 2 ) 

There are certain similarities between the two models. First, the last expressions 
of the two equations (1) and (2) are similar, i.e., (1 f <$)* and (l + A tpk)\ since 
Domar’s ap is Mahalanobis’s \$k. Second, both use the concept of time lag. 
Finally, the policy conclusions of both are the same: investment can be increased 
by raising the marginal saving rate. 

Despite these similarities, there is some difference between the two models. The 
Domar model is a single-sector model, while the Mahalanobis model is a two- 
sector model. Mahalanobis divides the economy into the capital goods sector 
and the 1 consumer goods sector. On the other hand, Domar treats the whole 
economy as one sector. 


2. FOUR-SECTOR MODEL 

The Mahalanobis model is not a growth model in the real sense, rather it Is an 
allocation model. Being associated with the Planning Commission, Mahalanobis 
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r ~Ac available for net investment during the Second 
knew that the max.mum fund * 5 600 crorcs and the aim was to 

Five Year Plan would be a PP r0X ‘“ y * on people. To these, he added a 5 

provide additional emp l oyment W UM2 ^me^ring the Plan period. He 
per cent per annum ,nc "“ , invcslmeD t in investment goods mdustr.es, 

further estimated onc-tbird of the total ^ ihrcc sectors of lhe economy 

leaving two-thirds for ,nvestm ' i llatKO us equation system given below and 
He pu, aU this data VS^Thc bas's or India's Second F.ve Year Plan, 
obtained the solution wh fouMec , 0 r economy consisting of: 

The Mahalanobis model take »a ° 

si £ producis) consumer 

8 °(if) S services*(health, education, etc.) P'^^^Yn'the model for the indus- 

jystxiSr --—** - a 

and services. f . rce para meters is introduced; 

% STS—- 5 “ i ““” 

- “-*»■“ p '““ “ 

•TTSSTST^.»*. *-*■ — •*“ “ b 

sector or allocation ratios^ amounl 0 f investment to be made for the plan- 

rsia 1 '«— L -‘ - - bt “ a “ 1 

basis of the system of equations. 

The equations of the model are:^ +£ , +£> .. M 

Now the increase in employment (/V) in each sector ,s .. , (4) 

n ‘,Z t ■ • -(5) 

_ _ (7) 

ft mfl>+nA+«3®3 (Since nA-M from ct l ua " 
Also total investment from jons (5) , (6) md (7) 

lion (4) and nA-M, 

respectively. . eenC rated in each sector can be estimated 

Similarly, the increase in income ( ) g 

asfollows; £,=MP. •' ■% 

Ei^iAPi 
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£2=MP* ..*(1°) 

£ 3 =A s ^Ps ...(11) 

Also, E=nkOkpk+niOiP 1 +n t O& t +nzO£ t 

=yb[(i+v-iJ • • -( 12 > 

In the Mahalanobis model the above equation is the final one where, 1 (eta) 

is a given 5 per cent annual growth rate of income, and Y Q the initial income per 
year, the E is derived by applying *1 rate to Y 0 . In the system of equations given 
above, A , E and N are the boundary conditions. They are constants. But at the 
same time they are the target variables to be achieved during the plan-period. 
The P's, O 's and A’s are the instrument variables. 

The P’s and O 's are, however, the structural parameters, determined by techno¬ 
logical conditions and assumed to remain constant during the plan-period. The 
A’s are the allocation parameters which are at the choice of the planner within 
certain limits. 

In the Mahalanobis model, the allocation parameter (ratio) A* for the invest¬ 
ment goods sector is given and the remaining ratios for the other three sectors 
(Ai. A a , X 3 ) are obtained as solutions of the set of simultaneous equations given 
above. For example, as Mahalanobis explains, * , thc rate of increatof income 
or the employment generated may be treated as variables to which desired value 
may be assigned. The model would then enable us, with the help of numerical 
estimates of the various parameters, to study how the allocation ratios A’s, that 
is, the proportions of total investment going into the different sectors should be 
chosen so that the desired aim can be realized.” 

Professor Mahalanobis gives the following numerical solution of his model 


where 

A (total investment) 

V (percentage increase in 
national income) 

AT (total employment to be created) 
Xi proportion of investment in 
investment goods industries) 

The sectoral values of A's, p's and 0’s 


= Rs 5,600 crorcs 

--5 per cent per annum 
— 110 lakhs (11 million) 

= J (or 0.33) 

taken as 


Sectors 


Parameters 



X 

0 

0 

Investment goods (*) 

A*=0.33 

Pk-0.20 

0,=.Rs 20.000 

Factory consumer goods^Cj) 

Small and household industries 

A,=0.17 

?,=0.35 

01= Rs 8,750 

including agriculture (C f ) 

A*=0.21 

0a=l 25 

0. = Rs 2,500 

Services (C 3 ) 

# 

A,=0.29 

p 3 =0.45 

0,=Rs 3,750 


On the basis of the given data, the amount of investment in sector k is X*. 
A —*i\ 3 o x 5,600 — 1,850 crores; the increase in income as a result of this investment 
comes to Ek =A*/!p*=lS50x*, a o 9 o =Rs 370 crorcs, while the increase in employ¬ 
ment in sector k is of the order of nfc=At < 4/0t = 1850 XtoboH -0.9 million (9 lakhs). 
Similarly the allocation of increase in income, employment generated and invest- 
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men. for the other sectors during the planning period of 5 years in rounded 
figu.es, as calculated with the help of simultaneous equauons are. 


Increase In 


Sectors 


Investment (4) 
(*j crores ) 


Income (E) 
(Rs crores) 


Employment (N) 
Million 



■ certain growth rate for the 

* ^ihe touMnvestahie amount has been divided in such a way that .. 

economy, the total nvesta ^ sinc e the required growth rate .s to be 

' eadS ‘hv hiahT^n be achieved by expanding sector * and thereby producing 
reasonably high, it can oe However investment in sector k is bound 

larger quantities of investment go > • demand f or consumer goods 

,o generate « Jtal bul employ m0 ,e labour. In this way a 

3S 'rTJSTTTJSJU between the investment goods sector and 

consumer goods sector. 

*srs» 

rf—* »■'« ->““ 

*? ,1»so...“ n y 

model. As already ‘‘/"efe'rence or welfare function already prescribed, 

city of solutions in relation p howcvcr does not point towards any 

which it is not possible to arrive a, an optimum 

all 2 C Arbitrlry ^VaTue of A. f Mahalanobis •mma to ^valuc A*= ib °‘ 

ascribe any cogent reason for th.s, and simp >' y we |i choose 

t0 go beyond this value under P^^^^^location parameter with perhaps 
any other value or any value for y somewhat arbitrary and 

^ c °ftss for,heop,inlum 

...... - . 

Doubts on ,h- Plan-Frame” Ec-om'* Week*. k , MaIch , 6 . ,957; P.N. 

Mi,,,. *A Note on .he M.b.tanobis Medet 'c » ’ . f 

Malhur. 'A No, eon Planning mind, a. /£/. 4. November .1 
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technique suggests that investment is a single homogeneous fund which is utilised 
for a single type of investment good. Since investment goods are of hetero¬ 
geneous type, this requires the use of an investment matrix. The A technique can 
be applied as long as constant relative prices are assumed. It cannot, therefore, 
be applied to a model of open economy where the system is not homogeneous. 

4. Supply of Agricultural Produce not Infinitely Elastic. The Mahalanobis 
model is based on the supposition that the supply of agricultural produce is 
infinitely elastic. This is untenable for the supply of agricultural produce has 
failed to meet the increased demand for food and raw materials ever since the 
beginning of the Second Five Year Plan. 

5. Supply of Labour also not Infinitely Elastic. It also assumes an infinitely 
elastic supply of labour which does not seem to be correct even though an under¬ 
developed country like India is faced with the serious problem of unemployment 
and underemployment. What is required for productive structure is not simple 
labour but skilled and trained labour and management. 

6. Production Technique not Constant. Like Harrod, Mahalanobis assumes the 
technique of production to be constant during the Plan period. In fact, techno¬ 
logical change is bound to occur during the process of development. Thus his 
model does not seem to take us very far. 

7. Arbitrary Values for Structural Parameters. The values assigned to the 
structural parameters (the P’s and 0's) are also arbitrary. In fact, it is extremely 
difficult to have a correct estimate values of P’s and 0*s in an underdeveloped 
country which completely lacks in sufficient reliable data. Moreover, the assump¬ 
tion of independence between capital-output ratios and capital-labour ratios is 
not realistic. These parameters may change in the process of development. 

8. Silent over Investment in a Mixed Economy. Further, the Mahalanobis 
model fails to guide the planners in deciding the share of investments in the 
private and the public sectors. It is silent with regard to this important problem 
of development planning in a democratic country with a mixed economy. 

9. Ignores Factor Prices. Another important defect of this model is that 
Mahalanobis ignores the pattern of factor prices while fixing targets on the basis 
of his model. 

10. Closed Model: This model is confined to a closed economy. Mahalanobis 
assumed "that there will be no imports or exports of investment goods." Thus 
he ignored the impact of foreign trade on the variables of the model and deprived 
it of the element of reality. 

11. Neglects Demand Functions. The Mahalanobis model concentrates exclu¬ 
sively on the supply functions and neglects the demand functions altogether. This 
is an unrealistic assumption and makes the growth model incomplete. "Actually 
speaking, many important considerations connected with market forces, psycho¬ 
logical environment, popular enthusiasm and the emergence of specific pressure 
points are unavoidably involved in the course of development planning in a 
backward economy. The Mahalanobis model quietly ignores these important 
problems for the sake of mathematical simplicity.” 

12. Failure to Link up Investment Decisions with the Rates of Saving Required. 
According to Professor K.N. Raj, one of the weaknesses of the Mahalanobis 
model is its failure to link up investment decisions with the rates of saving 
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required. The necessity of high marginal rates of saving is one of the main 
considerations in favour of capital-intensive techniques of production. 

13. Failure to Explain the Problem of Choice of Techniques. Professor Raj 
further points out that from the theoretical angle, the Mahalanobis model fails to 
explain the problem of choice of techniques satisfactorily. He asks, if sector C is 
divided according to techniques of production, why should not sector K be 
similarly divided? Even in the manufacture of machine-tools there are more or 
less capital-intensive techniques. The case of labour-intensive techniques could 
have been perhaps stated more pointedly. 3 

Conclusion. Despite these practical and theoretical weaknesses, the Mahala¬ 
nobis model was instrumental in putting the Indian economy on the right path 
to development planning with the Second Five Year Plan and paved the way for 
the subsequent bolder Plans. 


•K.N. Raj, "Growth Models and Indian Planning". IER. February 1961, pp. 260-61. 



Chapter 32 

GROWTH MODELS IN INDIAN PLANNING 


T HE five year plans in India have been based on various growth models expli¬ 
citly or implicitly. The First Five Year Plan was based on a simple application 
of the Harrod-Domar growth model, and the Second Plan on the four-sector 
Mahalanobis model, and the subsequent Plans on more sophisticated models. 
None of the plan models enjoyed the official status though they were sometimes 
used for fixing targets. It was, however, the model for the Fifth Plan contained in 
the document "Approach to the Fifth Five Year Plan" which enjoyed the official 
sanction. We analyse below the main analytical features of the growth models 
used in Indian planning. 


THE FIRST PLAN MODEL 

The model for the First Five Year Plan set out in 1952 was based on a simple 
application of the Harrod-Domar growth model: 

LI— =/o 
ct 

where I represents the annual rate of investment, e the potential social producti¬ 
vity of investment, a the marginal propensity to save, and the increase in 
investment. 

The model was not worked out explicitly but was implicit in the numerical 
figures of the perspective plan worked out in the First Five Year Plan document. 
The basic equations, as worked out by the economists later on, were 


It=St 

...d) 

S l =aY l -b 

...(2) 

Yt—aJCt 

...(3) 


(4) 


where /, is investment in period f, Si is the saving, Y t is the income and K t is the 
capital stock in the corresponding period. Unlike the Harrod-Domar Model in 
which MPS - APS, the relation between the two is shown by equation (2). Alpha (a) 
is the capital-output ratio. Given these relations the growth process is given by 
the equation: 

wher* ax is the as>mptotic relative rate of growth of the system. 

Assumptions. The model is based on the following assumptions: 

(a) The marginal propensity to save is greater than the average propensity 
to save. 

(b) There is no difference between the marginal capital-output ratio and the 
average capital-output ratio. 
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(c) The economy is closed. 

(d) The prices are stable. _ 

In the model of the Plan, the rate of investment in 1950-51 was assumed 10 
be five per cent of the national income; the value of capital-output rat.o was 
taken as 3:1 and the value of a was assumed to be 20 per cent 
Given these assumptions, the rate of investment was projected to expand from 
five per cent in 1950-51 to seven per cent in 1955-56. to 11 per cent >n 1960-61, 
and to 20 per cent of national income by 1967-68. Assam,ng the population 
growth rate of 1.25 per cent per annum, the model further demonstrated that 
“the proposed rate! of marginal saving would cause no redact,on in per capita 
consumption at any stage but would leave enough for a gradual rise m 
lion standards " The arithmetical projections of the model, based on a i.mc- g 
of two years between the increase in investment and the increase in output,.aliso 
showed that the national income could be doubled by 197.-72 the per cap 
income by 1977-78. and the average consumption standard by about 70 per 

Though'th*"targets of inve.tment subsequently adopted it. the^Second Five 
Year Plan conformed broadly to the dimensions indicated ,n bis aodc . ye it 
ign ored many important problems of development planning. It d.d not take into 
consideration structural dilficulties faced by an underdeveloped country in trans¬ 
forming savings into the desired investment channels. Again. Ihe •Mump'ion of 
constant marginal rate of saving ignored the problem of planning over time. 

THE SECOND PLAN MODEL 

It was Professor Mahalanobis’s two-sec,or' model of ^ptcmher l 953 wh'ch 

became the basis for his formulation of the four-sector model for the Second 

Fwl Year Plan. The MManobis mode, was based on the following 

**(o™?t^"related to a closed economy where there is no foreign trade. 

(ft) The economy consists of two sector.: the consumer goods sector and the 

capital goods sector. There is no intermediate sector. The industries P^'ic ng 
intermediate goods are grouped together with the consumer goods and the capital 
goods which they help lo produce. 

M There is total non- hif,ability of capital equipment once installed in any of 
the sectors. Bu, products of the capital goods sector can be used as inputs ,n the 

'T^There is full capacity production in the consumer goods sector as well as 
in ihe capital goods sector. 

(,) Investment is determined by the supply of capital goods. 

(/) There are no changes in prices. 

Given these assumptions, the m.del describes the growth path of the cc momy 
in the following form: 

‘PC Mahalanobis. -Some Observations on ihe Process of Growth of National ,n ^°™ 
Sankhva. September 1953. This model turned out to be almc*>i identical wnn ‘ 
model. 
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where l',—gross domestic national income in year /; 
a. -the rate of investment in the base year; 

At— the share of net investment used in the capital goods sector; 

A.-s |-At - the share of net investment going to the consumer goods sector, 
/Ji-incremental output-capital ratio in the capital goods sector; 

8 —increment'' output-eapital ratio in the consumer goods sector. 

The interpretative value of this model* is that total investment to the economy 
consists of two parts: one part X* is used to increase the production of capital 
goods, and the other part A. to increase the production of consumer goods. Thus, 

„,c total investment UA*+A. = 1. The ratio of the equation is the 

over-all capital coefficient. Assuming 0* and (J. to be given, the growth rate of 
income will depend upon «„ and A,. Further assuming «. (the rate of tnyestment 
in the base year) to be constant, the growth rate of income depends upon the 

policy instrument A*. , . . 

Given that it implies that the larger the percentage investment in con¬ 

sumer goods industries, the larger will be the income generated. The expression 
(I I AlW Of the equation shows, however, that after a critical range of time, the 
larger the investment in capital goods industries, the larger will be the income 
generated In the beginning, a high value of A. increases the magnitude (l + Arpt), 

and lowers the over-all capital coefficient Bul as ,ime P asscs ’ a hlgher 

value of At would lead to higher growth rate of income in the long run. 

/V hP 

If p e then the reciprocal of the over-all capital coefficient ^ + A«Pc = Al= 

Marginal Rate of Saving. This leads us to an important policy implication of the 
model that for a higher rate of investment (At), the marginal rate of saving must 
also be higher. A higher rate of investment on capital goods in the short-run 
would make available a smaller volume of output for consumption, but in the 
long-run, it would lead to a higher growth rate of consumption. 

This two-sector model was elaborated further in the four-sector model which 
became the basis for the formulation of the Draft Second Five Year Flan. Besides 
the capital goods sector and the consumer goods sector, the other two sectors in 
the model were the small or household consumer goods producing sector (includ¬ 
ing agriculture), and the services (health, education, etc.) producing sector. The 
addition of these latter sectors was meant to solve the problem of providing emp¬ 
loyment to the additional labour force during the Second Five Year Plan.3 The basic 
strategy, according to Mahalanobis, was “to increase investments in heavy indus¬ 
tries and also expenditure on services, to increase purchasing power and create 
hesh demand, and on the other hand, to increase the supply of consumer goods 
by increasing investment and production as much as possible in the small and 


•For its solution refer lo the previous chapter. 

•For us detailed discussion, sec the previous chapter. Tic r.muitc.1 stimuli vlil 
Mahalanobis Model should be given he.c briefly from tnc previous chapter. 
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SSS JESS 

men. opportunities, build a strong capital base and increase product,ve and 
technical capacity within the economy. ^ Ycar PIailf ca rried arith- 

The growth model, as fa R year plan (1975-76) based on the figures 

metical projections “P^ijovrth rate of P population of 1.3 per cent per 
of the First Plan - * h actual incremental capital-output ratio of 

annum during 1961-70. as again u iuc assumed fo 

lh ' FirSl r a ?: SZSSS-Z «2n national income of Rs 2.6* 
lhC SeC ° n , d h In oT* *X cro^ The mode, took the investment co- 

'emcienrU. at 7 per cent in .955-56 which was -pec.ed to nse to 11 per cent ;n 

III 6 !, as against 25 per cent 

during the First Plan. 


THE THIRD PLAN MODEL 

The Third Plan was based £- 1-**- 

but there was greater interindustry y ^ economic and social 

emphasized interdependence o develo p m ,. nI , and of the mobilisation of 

development, of nation^. J* ccJ g[M , Mfess on measures for scico.i- 

domestic and external rt.se u . . .hr* pencral level of productivity, as 

fic and technological advance *££2*^2?^ change. The 

well as on polices , -lat,ing to P P f P ( ^ ccuring rapid ec0 noroic develop- 

the dependence on foreign aid " sumed a growth rate of 

The growth model of the Th,rd F, * c lhe iod l96I . 7 l. The incremental 
population of 2 per cent per |hc samc u f or |hc Second 

capital output ratio (P> . was taken as per cent in 1960-61. which was 

Plan. The investment coefficient («.) wastage" P ^ was nssum ed to 

ejected to rise to N-15 per cent; ir• 6 - q f cn( , 965 . 66 . T he Planning 

increase from 8.5 per cent n included in the Plan can be com- 

Commission stated that all the P ro 8 wil , g0 up by about 34 per 

ple.ed in time, national income ( *‘ 1 , F wi „ up b y nearly 25 per 
cent. Net output of agriculture and all 0 f ol her 

cent, of mining and factory establishments by abou^per eent^ Q[ y y 

sectors by about 32 per cent. Commen 8 tQ ^ choice possi- 

Bhatt observed that it “was formulated wi ^ formulation and 

bililies either over time or at a point of ume. The projec 
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selection process as a result became somewhat arbitrary. The resulting imbalances 

nation as well as meaningful operational link with development objectives. 

THE FOURTH PLAN MODEL 

A Consistency Model for India’s Fourth Plan by Alan S. Manne AshokRudra. 

H nthers 4 was built in 1965 to provide a framework for the setting 
plan targets. With 1960 as the base year, and 1970 as 

30-scctor consistency model based on the convent.onal Leont.ef inter ndust y 

■•open" system. As the authors pointed out. “This consistency mode is of the 

“open" rather than “closed" type. In order to apply it. .the 6rst step is to project 
^principal components of gross 

into final demands for individual commodities The mod J 

an internally consistent set of sectoral output levels, imports, and investment re 

The sectoral scheme had been expressed sometimes in the triang P 

Independent complexes: one based upon agriculture and the other upon mining, 
metals, machinery and forestry products. The first of these sectors is P 

nant source of consumption goods. The second is the source.’d'Snd Sri* 
and appears to be the strategic point for import substitution. A third and smaller 

complex produces items .ha, may be described as "un.versa ^ 
fuel, power, transport, and chemicals—items that are co s 

all sectors of the economy.*' .... , • r rrtrT , n sectors of the 

The production targets in physical units had been dcriv chemical 

model Thev were iron ore. iron and steel, motor transport, cemen . chemical 
fertilisers, crude oil, foodgrains, electricity, rubber, jute textdes coal, radway . 
The output of crude oil and rubber had been set exogenously n he model 
Investments connected with social overheads and imports had been "eated pa ly 
exogenously and partly endogenously. Such macro-variables as aggregate house¬ 
hold consumption, government consumption, and exports had been 
exogenously. 

The model yielded the following lessons: . . . ,. ve , of 

(a) “the output of machinery and steel is primarily determined by the leveI of 
investment outlays, that of foodgrains and cotton textiles eotmrty bjMje* 
on domestic consumption and that of petroleum products and electricity depend 

UP (6) whit the output levels of melal-based industries are sensitive to assump- 

•Alan S. Manne, A. Rudra. and others. A Const,t'ney Model for IndioS Fourlh Plon 
Sonkhya, Vol 2?, Series B. 1965. 
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lions with respect to the import substitution programme, those of other sector* 

“Berthe over-all investment level is barely susceptible to the import substitution 

Pr The model of the Fourth Five Year Plan by the Planning Commission drew 
arithmetical projections of the growth variables up to 1980-81. The ong-term 
projections were based on the future assessment of population prospects gro 
of agricultural production, mobilisation of internal savttrgs effic.ency of nvesl 

men., growth of exports and impo.t substitution. Accord,ngly, tt was assumed 

that the population would grow at the rate of 2.5 per cent per annum dunng the 
Fourth Plan, and thereafter, this rate would fall reaching 1.7 per cent a > y 

19 The 8 targets of income and investment were based on the assumplmn that .hre 
would be no significant increase in foreign debt beyond the Fifth Phm. N 
that internal savings after the Fifth Plan would be suffice,., to financet.«'£«» 
and liabilities on foreign debt, and the economy would enjoy a fore.gn tn 

plus equivalent to interest on foreign debt. The tatter ■pre-supposed he «w*«1h 

in exports at the rate of 7 per cent per annum and m non-food tm, orts .. 

Pe A C gg"eg P a e te consumption expenditure was projected to rise at a rate of 5JI per 
cent per annum as compared to a 6 per cent growth rate of ftat.onal^tncorne^ 
Development public expenditure was projected to grow at » nnual 
per cent, and non-development and defence expend,ture a, the rate of 1 5 per 

^The'agncuitural output was estimated to increase at the rate of 5 per cent per 
aonum'and^heTndustrial production a, the rate of 8-.0 Prr cent per yea,^ ^ 
To realize the postulated growth rate of 5-7 per p gjJ |jn , 96R . 

Plan, the average rate of saving was postulated to rise from 8 P 
M to 13 2 per cent in 1973-74, and the rate of investment from 11.2 per cent 
5.5 per cent over the same period. For the entire Plan penod. the mcreine 

capital-output ratio was assumed to be 2.0. 

• THF. PIPTI1 PLAN MODEL 

mmmmm 

^.I^O farS model in the Final Plan is corned, it was entirely, 
^r^rritofT projections given hr the document 

(••IIP). I9M. 
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Final Fifth Five Year Plan 1974-79. 

The model of the Fifth Plan had been worked out by taking into account the 
technological characteristic of the economy as reflected in the inter-industry 
relationships. This involved the use of an input-output matrix and an elaborate 
system of material balances. It was a macro-economic 66-sector input-output 
model with a consumption sub-model. “Commodity-wise production levels had 
been estimated by working out their supply-demand balances through a series of 
•* material balance exercises and making them consistent with the sectoral growth 
rates obtained through input-output model. Some independent studies at the 
micro-level for specific commodities had also been carried out to cross-check pro¬ 
duction levels.” 

The consumption proportion matrices were based on consumer expenditure 
data by commodities and size classes of the 25th Round (1970-71) of the National 
Sample Survey as well as the estimates of the private consumption expenditure 
on different groups of commodities and services thereafter. 

The corresponding matrices for imports were constructed as part of an extend¬ 
ed input-output matrix, while exports were estimated exogenously. Public con¬ 
sumption had been estimated to grow on an average by 10 per cent per annum, 
whereas exports had been estimated to grow at a rate of 8.5 per cent per year. 
In the terminal year of the Plan, 1979, private consumption and imports had 
been estimated endogenously. The envisaged total investment outlay for the 
Fifth Plan had been appropriately phased out over the Plan period. 

Mutually consistent sectoral rates of growth in keeping with the over-all rate 
of growth had been worked out by solving a 66-sector consistency type input- 
output model for the terminal year. Import substitution had been envisaged in 
these projections for important sectors to the extent permitted by the production 
possibilities and capacity utilisation in the domestic economy. “As far as the dis¬ 
tributive objective was concerned, several variants of the growth model were tried 
out. But emphasis was laid on the two basic variants, each representing a limiting 
case. One was based on the extrapolation of the observed inequality coefficient 
for the year 1968-69 to the terminal year of the Fifth Plan. The other was based 
on a postulated reduction in this coefficient consistent with the increase in the 
average per capita consumption of lowest 30 per cent of the population required 
for the removal of poverty by 1978-79 in terms of the Plan objective. The second 
variant was adopted. The average annual rates of growth for different sectors 
were computed by comparing the solution vector of the preferred variant of the 
consistency model for the terminal year with the base year vector.” 

The sectoral rates of growth as worked out in the final document of the Fifth 
Five Year Plan were somewhat different from those worked out earlier for the 
Technical Note and the Draft Plan. The differences were mainly due to (o) disparate 
changes in the price level of different commodities between 1971-72, 1972-73 and 
1974-75; ( b ) revised estimates of output for 1973-74; (c) higher estimates of exports 
for 1973-74 and 1978-79; and (J) some adjustments in priorities necessitated by 
the sharp rise in the world prices of some of our major imports. 

Accordingly, 91 per cent of the total investment was estimated to be financed 
from domestic sources. Of the aggregate in vestments, about 58 per cent was 
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postulated in the public sector and contribut¬ 
or the aggregate domestic savings, 27 p “ “ atioD> de partmen.a. and 

ed by the public sector rtakines'andpublic financial institutions. The balance of 
non-departmental ****£%£ f r L ,he private sector comprising corporate 
73 per cent was expected to come v averaee rate of domestic saving 

enterprises, cooperatives an ^ 73.74 al 1973-74 prices to 15.9 per cent 

was projected to_nse> from • PJ wcre jeclcd l0 grow from 2.5 per 

in 1978-79 at 1975-76 prices. Public s g whkh privalc savings were 

cent of GNP in 1973 '™ *° u 9 percent in 1973-74 to 11.3 per cent in 1978-79. 

SECTORAL COMPOSITION OF GVA FOR THE F.FTHPlaN 


Sector 


Average Annual Rale 0 /Growth 
<%) 1978-79 over 1971-74 


Value of output Value added _ 1971-74^ 


Composition of GVA at 
1974-75 P'i'“ 

1978-79 



1. Agriculture 

2. Mining aod roaoufac 
luring 

3. Electricity 

4. Construction 

5. Transport 

6. Services 

7. Total 


3.94 

7.10 

10.12 

5.90 

4.79 

A 86 


6.54 
8.15 
5.18 
4.70 
4 80 


15-78 
0.79 
4 06 
3.43 
25.16 



17.49 
0 94 
4.21 
3.48 
25 73 
I00 0O 


The over-all annual rate of growth and the Draft Plan, 

against 5.5 per cent postulated in scclor was estimated at 3.94 pot 

The growth rate of output w the pcf of electricity 10 12 per 

cent per annum, of mining an man f 4 79 ccnl an d of services 4.8 

cent, of construction 5.90 per cent, o p va lue added was estimated to 

per cent. The share of agricultuemtoal gr ss in 1978 . 79 , while the 

decline from 50.78 per cent ;"' 9 ”’grease as shown in Table 32.1. 
share of other sectors was est matedI to ^ proJCC , s and production pro- 

For the purposes of formulattcf ^ Mans|a|ed inl0 physical targets, l or 
grammes, the projected rates of g formed independent sectors 

items like coal, crude oil no* “J, « been worked ou, directly from the 
i„ lhe input-output m ° de '; ** " 8 * detailed system of material balances and 

sectoral growth rates. In other . 
other planning exercises were employed. 
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The planning exercises were done with two variants: one with unchanged 
inequality, and the other wiih the postulated reduction in inequality coefficient. 
Given the pattern of inter-industry relationships, the pattern of growih rates of 
output in the core sectors of the economy which provide essential raw materials, 
capital goods and infrastructural facilities was largely invariant with respect to 
any alterations in the inequality parameter. For the luxury consumption sectors, 
the preferred variant implied more rigorous curbs on their growth. 


PART FOUR 


domestic measures for economic 
development 



Chapter 33 

CAPITAL FORMATION AND ECONOMIC 

development 


meaning op capital formation 

A LMOST economists. “S3S 

A determinant of economic gr >wl t . ^ ^ £ur[e ® producli ve activity to the 
that society does not apply . but directs a part of it to the 

needs and desires of immediate c ^ nsu ® ’ achincs an d transport facilities, 
..kin, of capital .. » »•»■* 

plant and equipment-all the a Thc essence of the process then, is 

increase the efficacy of resources to the purpose 

the diversion of a part of society sc ^ » m akc possible an expans.on of 

of increasing the stock of *P«» «_ J N u,ksc's definition relates only to 

consumable output in the future. Pr n capUa |. A proper defim- 

,he accumulation of mater.al •»»“ , " d "*® capita l. According to Dr Singer, 
tion must include both ma ' cr '* w oods ukc plants, tools and machinery 
capital formation consists of both ‘°W ble J n hca |, h . scientific tradition 

and Intangible goods like high standards o Kuznets in these words: 

and research. The same view bus.bee" expresse ^ con5lructions , 

"Domestic capital formation would in aho olher expenditure, except 

equipment, and mventor.es within the co ** ,, would inc , ude outlays on 

z d ™ •“ ““ 

material as well as human capital. 

■"importance of Capital r ° rma,i °“ regarded as one of the important and 

Capital formation or accumula, '°" According to Nurkse, the vicious 
principal factors in economic deje P q . bc brokcn through capital 
circles of poverty in underdeveloped dcmaDd , production 

formation. Due to tow'levels ° ? jn , hc d cficicncy of capital goods which 

and investment are deficient. supplies of machiucs, equipment and 

can be removed by capital formation. The supp, economic overheads 

tools increase. The scale £ f uU er utilisation of available 

resourcc/Thus US' formation leads to increase in the size of national ouipu , 


• R. Nuiksc, op. clt., p- 2 . 
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income and employment thereby solving the problems of inflation and balance of 
payments, and making the economy free from the burden of foreign debts. We 

discuss below the importance of capital formation in detail. 

The main purpose of economic development is to build capital equipment on a 

sufficient scale to increase productivity in agriculture, mining, plantations and 

industry Capital is also required to construct schools, hospitals, roads, railways, 
etc In fine, the essence of economic development is the creation of economic and 
social overhead capital.' This is possible only if there is a rapid rate of capital 
formation in the country, that is, if a smaller proportion of the community s 

current income or output is devoted to consumption and the rest is saved and 
invested in capital equipment. As aptly pointed out by Lewis, the central problem 
in the theory of economic development is the process of raising domestic saving 
and investment from 4-5 per cent to 12-15 per cent of national income. 

Investment in capital equipment not only increases production but also employ¬ 
ment opportunities. Capital formation leads to technical progress which helps 
realise the economies of large scale production and increases specialisation. It 
provides machines, tools and equipment for the growing labour force. Thus 
capital formation also benefits labour. 

Capital formation leads to the expansion of market. It is capital formation 
which helps remove market imperfections by the creation of economic and social 

overhead capital, and thus breaks the vicious circles of poverty both from the 


demand side and the supply side. . 

Further, capital formation makes development possible even with increasing 
population. In overpopulated underdeveloped countries the increase in per capita 
output is related to the increase in capital-labour ratio. But countries aiming at 
raising the capital-labour ratio have to face two problems. First , the capital- 
labour ratio falls with increase in population so that large net investment is 
needed to overcome the diminution of capital-labour ratio. Second, when popu¬ 
lation is increasing rapidly, it becomes difficult to have sufficient savings for the 
required quantity of investment, reason being that a low per capita income keeps 
the propensity to save at a low level in such a country. The only solution to these 
problems is a rapid rate of capital formation. 

Underdeveloped countries arc faced with the problem of balance of payments 
because they mostly export primary products like raw materials and agricultural 
products, and import almost all types of manufactured, semi-manufactured and 
capital goods. Domestic capital formation is one of the important solutions to 
this problem of adverse balance of payments. By establishing import-substitution 
industries, the imports of manufactured and semi-manufactured goods are 
reduced. On the other hand, with the increasing production of all types of consu¬ 
mer and capital goods the composition of exports changes. Along with agricul¬ 
tural products and industrial raw materials, the exports of manufactured articles 
also start. Thus capital formation helps solve the problem of balance of payments. 

A rapid rate of capital formation gradually dispenses with the need for foreign 
aid. In fact, capital formation helps in making a country self-sufficient and 
reduces the burden of foreign debt. When a country borrows from foreign coun¬ 
tries for long periods, it imposes a heavy buulcn on the future generations. With 
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low. Their natural resources are either unutilised or misutilised due to the lack of 
efficient labour and technological knowledge, non-availability of capital, etc. 
These factors stand in the way of increasing the incomes of the resource-owners 
so that they are unable to save and invest more and the rate of capital forma¬ 
tion does not rise. 

Demographic Reasons.' Underdeveloped countries possess such demographic 
features which keep the rate of capital formation at a low level. The growth 
rate of population is very high. On the other hand, the per capita income is low. 
As a result, the entire income is spent on bringing up the additional numbers, 
and little is saved for capital formation. Beside, the rapid increase in numbers 
aggravates the shortage of capital because large investments are required to equip 
the growing labour force even with obsolete equipment. Moreover, in such 
economies a large percentage of children in the total population entails a heavy 
burden on the parents in bringing them up and they are unable to save for capital 
formation. Lastly, such countries have a shorter life expectancy which means a 
smaller fraction of their population is available as an effective labour force. 
Since workers die in the prime of their lives, there are few adults to provide for 
large number of children. This brings down the per capita income further. Thus 
demographic reasons inhibit the rate of capital formation. 

Lack of Enterprise. The lack of entrepreneurial ability is another factor respon¬ 
sible for low rate of capital formation in underdeveloped countries. In fact, 
entrepreneurship is regarded as the focal point in the process of economic deve¬ 
lopment. But in underdeveloped countries the small size of market, deficiency 
of capital, lack of private property and contract, etc., retard enterprise and 
initiative, thus there is low rate of capital formation. 

Lack of Economic Overhead. The existence of economic overheads is essential 
to make fruitful investment and to encourage enterprise, for capital formation 
depends on them to a considerable extent. But economic overheads like powet\ 
transport, communications, water, etc., are lacking in underdeveloped countries 
which retard enterprise, investment activities and the path to capital formation. 

Lack of Capital Equipment. In such countries the rate of capital formation 
also remains low due to the lack of capital equipment. Here, not only the capital 
stock is low, but even capital is deficient. The total capital investments are hardly 
5 to 6 per cent of the national income in underdeveloped countries, whereas it is 
15 to 20 per cent in developed countries. Due to the shortage of capital, it is not 
possible to replace the existing capital equipment and even to cover its deprecia¬ 
tion in such countries. As a result, the rate of capital formation remains at alow 
level. 

Inequalities in Income Distribution. There are extreme inequalities in income 
distribution which keep the rate of capital formation low in such countries. But 
income inequalities do not imply larger savings. In fact, larger savings arc possi¬ 
ble only in the case of the top 3 to 5 per cent of the people in the income- 
pyramid. But these people invest in unproductive channels likfc gold, ornaments, 
precious stones, real estates, foreign currency, etc. This distorts real investment 
and the rate of capital formation is low. 

Small Size of.thc Market. The small size of the market is another reason for 
the low rate of capital formation in underdeveloped countries. It is a big 


CAPITAL FORMATION AND ECONOMIC DEVELOPMENT 255 


hindrance in the way of enterprise and initiative. People are poor in such coun¬ 
tries. The demand for goods is limited due to their low incomes. Hence it is the 
small size of the market which prevents new investment due to the limited 
capacity of the domestic market to absorb the supply of new products. This 
keeps the late of capital formation at a low level. 

Lack of f inancial Institutions. Another reason for the low rate of capital 
formation in such countries is the lack of financial institutions to procure funds 
for investment. Larger capital expenditures are required for productive purposes. 
But this is not possible because of the lack of properly developed capital and 
stock markets, and credit and banking institutions. As a result, sufficient savings 
cannot be mobilised for investment purposes and the rate of capital formation 

remains low. , ... r 

Economic Backwardness. Economic backwardness is also responsible for the 
low rate of capital formation in underdeveloped countries. Low labour efficiency, 
factor immobility, limited specialisation in occupation and in trade, econo-nic 
ignorance, traditional values and social structure retard saving and investment, 
and prevent the rate of capital formation from increasing. 

Technological Backwardness. Technological backwardness also stands in the 
way of capital formation. Obsolete techniques of production are used in such 
countries. As a result, per unit labour productivity and per unit ca P' ,al P' oduc ‘ 
tivi.y remain low. This situation keeps the national output and income low, and 
the rate of capital formation fails to rise. . 

Deficit Financing. One of the important sources of capital formation in such 

countries is deficit financing. But if it crosses the limits of safety then it tends 
lower the rate of capital formation. It happens when deficit financing leads to an 
inflationary situation in the country When prices rise, goods become dearer. As 

a result, consumers are required to spend a larger portion of their incomes on 
buying goods, and it becomes difficult to save. This retards capital formation 

Increase in Taxes Taxes also retard and reduce capital formation 
governments increase the number and rales of taxes as a means of forced savings 
the incomes of consumers are reduced. This may be due to both direct and indi¬ 
rect taxes. Direct taxes reduce income directly while indirect taxes reduce income 
by raising their prices. Thus savings and capital formation are retarded. 

Demonstration Effect. According to Nurksc, one of the important reasons for 

low rate of capital formation in underdeveloped countries is the demonstration 

effect. Everybody has an urge to imitate the standard of living of his prosperous 
neighbours. Similarly, there is a tendency on the part of the people of such 
countries to emulate the higher consumption standards of advanced countries 
This demonstration effect is usually caused by foreign films, magannes and visits 
abroad. As a result, the rise in incomes is spent on increased expenditure on con¬ 
spicuous consumption and thus savings arc almost static or negligible. Thus the 
rate of capital formation fails to rise. 


S °Thc C ratc of «?unta.y private savings is extremely low in underdeveloped coun¬ 
tries because of the low level of incomes and a high propensity to consume. 
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World Bank Atlas reveals that 61 per cent of the world’s population lived in those 
underdeveloped countries where the yearly income m 1973 was less than S500 
and about 30 per cent lived where it was less than $200. Even dissaving is com¬ 
mon among low income households in India. 'Ceylon and Ttafland « wen as 
among working families in Bombay. British Honduras and the 
ever, there are some groups which receive very high incomes. They are the 
merchants, the landlords and the speculators. The savings of these upper income 
groups seldom channeled into investment projects. Instead, they are utilised 
for speculative purposes and for hoarding in the form of gold and jewellery and 
for giving short-term loans at -as high as 30 to 100 per cent interest rates per 

annum. They are spent in ways most likely to enhance prestige l.e., on conspi¬ 
cuous consumption, on traditional items, on palatial buildings fitted with luxury 

gadgets in western style and on luxury automobiles. . 

Beside the few rich, there are the limitless cultivators. Given the same income, 
they save more than the labourers working in urban areas. -Peasants Imuh 
thrifty because they know how near they live to the brink of disaster. Similarly 

the money lenders save more because their incomes are very high as compared 

to their consumption level. Rural savings also arise in some of the underdevelop¬ 
ed countries from urban remittances or from overseas remittances. People belon¬ 
ging ,o rural areas but working in towns, in the armed forces or living in foreign 

countries remit large sums to their dependents. 

The wage and salary earning classes, better known as the middle class, are 
also a source of savings. But they save little because their ,ndm.tK»n .* more 
towards spending rather than saving since their incomes are very to* Whoever 
little they save is spent on conspicuous consumption, to educate their children^ 
to build a house or to meet unforeseen circumstances, etc. However, the ty 
fact that these savings are merely a postponement of future consumption, and are 
thus largely offset by other postponed consumption means that they are not 
important in the context of productive investment.” 3 

Another important source is the business and corporate savings in the form of 
distributed and undistributed profits. The profit-making classes, having an ambi¬ 
tion for power, save more and thus invest more in productive en, "P r ' s *»- TJg 
are an important source of capital formation in the agricultural and industrial 
sectors. But they lack confidence in the security of long-term investments due to 
socialist leanings of the majority of underdeveloped countries. In fact the problem 
of mobilizing domestic private savings is twofold: firstly, it is one of increasing 
business savings, and facilitating their most effective use; secondly, it is to stimu¬ 
late individuals to save more and make their savings available for the financing 
of appropriate growth promoting investment. On the whole, however, the expan¬ 
sion of private savings has been sufficient except in a few developing countries. 
But if national saving rates are to increase, it is from the private sector that the 
resources ultimately have to come. 4 


•World Bank Atlas. 1975 and UN World Economic Survey. 196G, PP 29-30. 
•Lewis, op. cir. 

‘World Economic Survey, op. clt., p. 26. 
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Last but not the least is the role of the government as a saver. "One of the 
inexhorable features of economic growth seems to be a rise in the share of the 
government In the national income. At the lowest levels of national income per 
head the share of the Government in underdeveloped countries may be as little as 
5 per cent whereas advanced industrial governments use up to 10 per cent or so 
of real resources for current purposes, apart from what they use for military 
purposes and for transfers (pensions, insurance payments, interest payments, 
etc.)” 5 So the capacity of the government to save in an underdeveloped country 
is limited due to the low level of income and large administrative expenses. 


Sources of Capital Formation 

The process of capital formation involves three steps: (i) increase in the volume 
of real savings, ( 11 ) mobilisation of savings through financial and credit institu¬ 
tions, and (Hi) investment of savings. Thus the problem of capital formation m 
underdeveloped countries becomes two-fold: one, how to increase the propensity 
to save of the people in the lower income groups, and two, how to utilise current 
savings for capital formation. This leads us to the sources of capital formation 
which are classified as domestic and external. The domestic sources from which 
savings can be mobilised for capital formation are: increase in national income, 
reduction in consumption, savings drives, establishment of financial institutions, 
mobilisation of gold hoards, perpetuation of income inequalities, increasing pro¬ 
fits, fiscal and monetary measures, by utilising disguised unemployed, etc. The 
external sources are: foreign capital, restriction of consumption-imports and 
favourable terms of trade. We discuss these internal and external sources of capi¬ 
tal formation below: 

(1) Domestic Sources. The various domestic sources of capital formation arc 

as follows: . . 

(/) Increase in National Income. The first important step is to increase tn 
national output or income which will tend to raise the income of the people. This 
can be done by utilising the existing techniques and employing resources more 
efficiently, by utilising unused resources productively, and by increased division 
of labour. 

(//) Savings Drives. Savings drives will also help solve the problem ot aug¬ 
menting savings. They require concerted efforts in the form of propagan a an 
social education. Savings is a matter of habit which can be inculcated by propa¬ 
ganda. People can be persuaded to save in their own interest or in the interest of 
the family, for imparting education to their children, for marrying them, for 
building a house or as a safeguard against old age, sickness or emergency, mi¬ 
lady, issuing of savings certificates in the form of government bonds and annui¬ 
ties carrying a high rate of interest may be helpful in mobilizing savings. Furl er 
incentive to savings can be in the form of business gifts, lottery prizes an tax 
exemptions on the purchase of government bonds. 

(ill) Establishment of financial Institutions. It is common knowledge that much 
of the unspent current income is hoarded in cash, jewels, gold, etc., by the people 
in underdeveloped countries. Therefore.tbe need is to establish financal ms.ituuons 

•W.A. Lewis, op. dt.. p. 239. Italics mine. 
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where small savers can safely deposit their money with confidence. The setting 
up of a well-developed capital and money market by the central bank can give 
further impetus in this direction. In order to stimulate small savings among the 
masses, attention should be paid to the starting of life insurance, compulsory 
provident fund, provident fund-cum-pension-cum-life insurance schemes, opening 
up of savings banks and mobile banks in rural areas, and promoting savings 
through cooperative societies, including the establishment of service co-operative 
and strong apex institutions like the central and state cooperative banks. “Such 
agencies will not only permit small amounts of saving to be handled and invested 
conveniently but will allow the owners of savings to retain liquidity individually 
but finance long-term investment collectively.*** 

(/v) Rural Savings. Another important measure is to encourage rural savings 
for local needs which are understood and approved of by the savers. Govern¬ 
ment securities might be attached to particular development projects in rural 
areas. As the all India Rural Credit Survey Committee proposed, “these rural 
debentures should as far as possible be for specific projects of development in 
which the villager is interested in different degrees, according as they are of 
direct benefit to him, or to those with whom he shares fellowship of interest 
because of their belonging to his district or region or state.” 7 The guiding policy 
should, therefore, be to link rural savings with local development projects. In this 
way, mobilization of rural savings might lead to more rapid development. Such 
voluntary savings can even lead to that “critical minimum" which is so essential 
for a “take-off.” 

(v) Gold Hoards. Another method is the mobilization of gold hoards. This is a 
useful, though a neglected method of capital formation. The government should 
issue gold certificates carrying a high rate of interest in lieu of the gold surren¬ 
dered by the public. But people are not prepared to part with gold and jewellery 
and are thus reluctant to invest in gold bonds or certificates voluntarily. It is, 
therefore, essential that hoarding of gold above a stipulated quantity should be 
prohibited by law; private trading in gold should be regulated; and the use of 
pure gold for manufacturing ornaments should be banned in the country. Along 
with these measures, smuggling of gold in to the country should be stopped.These 
measures are not likely to be successful unless gold is sold in the country at the 
international price. 

(vi) Perpetuation of Income Inequalities. This is also regarded as one of the 
measures to achieve high rates of savings and investment. Since the mass of the 
people have a low marginal propensity to save in underdeveloped countries, it is 
the higher income groups with a high marginal propensity to save that can do 
saving and investment for capital formation. This had been one of the major 
sources of capital formation in 18th century England and early 20th century 
Japan. But widening of income inequalities is not feasible under the prevailing 
political climate in underdeveloped countries. Moreover, it is not definite that the 
wealthy classes may utilise their savings for productive investments, as was done 
by the British entrepreneurs of the 18th century. Rather the tendency is to spend 

•E. Nevin, Capital Funds in Underdeveloped Countries, p. 75 

*AII India Rural Credit Survey {abridged), ed., p. 267. 
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on conspicuous consumption re-ioforced by the international demonstration 
effect. In some of the African and Latin American countries where the govern¬ 
ments are not watchful, the declining influence of the wealthy classes has led to 
the flight of domestic capital into the safe vaults of banks in developed countries. 

(vli) Increasing Profits. Professor Lewis 8 is of the view that the ratio of savings 
to national income is a function not just of inequality, but precisely, of the 
ratio of profits to national income. He maintains that voluntary savings form 
a significantly large share of national income only where inequality of income 
distribution is such that profits are a relatively large share of national income. If 
there is unequal distribution of income and the society's upper level incomes 
accrue to the landlords or traders, there is little chance of providing voluntary 
savings to finance investments. Lewis believes that even if profits, interest and 
rental incomes as a whole are a small share of national income in an under-deve¬ 
loped country, savings can be increased from 5 to 12 per cent by raising the pro¬ 
fit rate. The share of profits in the national income can be increased by expand¬ 
ing the capitalist sector of the economy. In the first place, some legal safeguards 
should be provided to private investors against arbitrary depredations. Secondly, 
the technique of borrowing by private enterprise should be changed in order to 
minimize the risk of capital loss. Industrial banks and other specialized institu¬ 
tions like the government sponsored financed and development corporations and 
investment trusts should be set up. Thirdly, the capitalist sector is likely to ex¬ 
pand rapidly if investment opportunities are very profitable. In the initial stages 
of development, a rise in productivity goes into profits. Productivity increases 
due to an unlimited supply of labour at low wages, technological progress, ex¬ 
pansion of the market, geographical discoveries and the expansion of social over¬ 
heads. The more rapidly the opportunities for productive investments expand, 
the faster the profits grow, and the greater is the capital formation. Fourthly, 
this process is also accelerated by mild aod intermittent doses of inflation. A mild 
dose of inflation increases profits relatively to other incomes. So when profits 
rise, there is increased investment which increases the rate of capital formation. 
But profits can grow even in the absence of inflation due to other institutional 
and technological changes mentioned above. Therefore, says Professor Lewis, 
“The correct explanation of why poor countries save so little is not because they 
are poor but because their capitalistic sectors are so small.** They can increase 
their rate of capital formation by raising profits relatively to national income; 
possibly without inflation. To this end, Lewis suggests that those who live on 
earned Incomes particularly on ground rents, should be taxed heavily and the 
proceeds given to capitalists who live on profits unless the former agree to change 
themselves into the latter like the Japanese landed aristocracy. Thus profits can 
be increased by giving subsidies, and tax rebates, by providing adequate supply 
of raw materials and capital equipment, by restricting imports of competitive 
products, by controlling wages and trade unions and by government purchases 
of the goods of the industries. These measures might, however, create vested 
interests and lead to mal-distribution of resources within the economy. Professor 
D. R. Gadgil believes that the raising of profits to increase savings for capital 

•W.A. Lewi*, op. ctt., pp. 227-29. 
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formation may lead to social unrest and may even fail to produce socially desir¬ 
able investment since the profit making classes are not necessarily interested in 
the welfare of the masses. 9 

(v/tf) Fiscal Measures. Since sufficient voluntary savings are not forthcoming 
for capital formation in an underdeveloped economy, the government is in a 
better position to mobilize them through various fiscal and monetary measures. 
These measures may be in the form of a budgetary surplus through increase in 
taxation, reduction in government expenditure, expansion of the export sector, 
raising money by public loans and even by deficit financing. Besides, the govern¬ 
ment can increase savings by running public undertakings more efficiently so that 
they show larger profits. Above all, the government should evolve a growth- 
oriented long-term savings policy so that savings should increase automatically as 
development gains momentum. Let us discuss these measures briefly. 

Taxation is one of the major and most effective instruments of fiscal policy for 
reducing private consumption and transferring resources to the government for 
productive investment. Taxation helps capital formation in two ways: (/) by trans¬ 
ferring private resources to the State for utilisation in the desired channels; and 
(//) by providing incentives to the private sector to increase production. The 
first point further raises two problems: how much taxation should be raised and 
how should it be allocated? According to Professor Lewis, an underdeveloped 
country should raise at least 20 per cent of its national income through taxation. 
Out of this, 12 per cent should be utilised on current expenditure and 8 per cent 
on capital investments in the public sector. 

The second purpose of taxation (of providing incentives to private enterprise) 
involves the types of taxation and the rates to be levied. Progressive direct taxes 
on personal incomes, wealth, expenditure, etc. should be so levied that they do 
not adversely affect the incentives to work, save and invest. They should aim at 
reducing the tendency of the wealthy class to conspicuous consumption, capital 
flight, hoarding, and speculation. The decision about rates of taxes is, however, 
the most ticklish problem, for it cannot be said with definiteness which rate will 
encourage or discourage private enterprise. 

Indirect taxes also provide incentives for development by reducing consump¬ 
tion and encouraging the masses to save more. Moreover, such taxes help in 
collecting funds which cannot be otherwise collected from the mass of the people. 
High rates on luxuries and low rates on articles of consumption are the most 
accepted principles of indirect taxes. Besides, import duties on luxury articles 
restrict their consumption and at the same time bring revenue to the State for 
productive investment. Taxation of export incomes and levying of export duties 
on agricultural and industrial raw materials are other fruitful sources of develop¬ 
ment finance. 

Public borrowing is also a useful tool for diverting resources from unproduc¬ 
tive to productive channels. But its scope is limited in underdeveloped countries 
because of the low levels of income and savings, and high propensity to consume. 
Besides, there is the bek of organised money and capital markets. To make 


•D R. Gadigl, Economic Policy end Development p. 181 
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public borrowing a success, concerted campaign by propaganda and SMial edu¬ 
cation it essential. Further, a net work of intermediate agencies should be set up 
in the form of savings banks, commercial banks, insurance companies unit trust, 
social security institutions and a well-organised bill market. Nurkse also sugg 
forced loans if voluntary public borrowing does not succeed. 

, lx) inflation. If sufficient funds are not forthcoming for capital formation 
inflation is the" most potent measure. It is regarded as a hidden or invisible tax. 
When prices rise, they reduce consumption and thus divert resources from cur- 
rent consumption to investment. The government creates inflation by issuing 
more currency into circulation to meet its requirements. But inflation raises savings 
at the cost of the standard of living of the masses. The fixed income group ar 
the most hard hit. Discontentment increases among the masses, unions fight for 
higher wages and productivity is adversely affected Rising prices and ossalso 
deduce exports to world markets. Thus inflation, as a method for cap.ul* » - 
tion, brings more harm than benefit unless counter-inflationary measures 

ad $ M irofil^yPMk^'porallons. The government can also mobilise 
saving* for productive investment by establishing public 1P ““ 

corporations receive funds in the form of equity capital and bonded deb from 
the open market, and in countries like India, directly from the government. They 
also obtain foreign loans or collaborate with foreign enterprise. Pubh^corpora 
tions are a substitute for private enterprise ,n underdeveloped wontries. They 
generally utilise their resources as a revolving fund. But in certain underdc p- 
ed countries where public corporations are established as Slate Mtupran. the 
profits are utilised for capital formation. This is being done in the case of publ 
enterprises set up by the Central and State Governments in India. In many 
underdeveloped eountries like India. Phillipines. Columbia and Brazil, pnbhc£- 
porations have been set up for financing the establishment and running P « 
enterprises.Similarly.they have been formed as investment trusts^ Ihe esUbl, h 
ment of such varied public corporations helps organise capital and money markets 
for the mobilisation of domestic savings for capital formation 

(xl) Utilisation of the Disguised Unemployment. According o Nurkse ' 0n ' ° 
the important sources of capital formation is the concealed saving potential 
contained in rural underemployment in overpopulated undcrdeve'opedcoun.ries. 
The disguised unemployed workers contribute practically little or nothing to out 
nutfe their marginal productivity is zero or negligible. Such unproductive 
workers cln be removed from the land without a fall in agricultural output and 

employed on various capital projects such “. The newly emp oyl 

etc and they can be a fruitful source of capital formation. The newly employ 
etTworkers can be provided simple tools from the farms by the reorgan,sa ton o 
agriculture or by importing them from abroad or by getting the same made by 
,e" worke rs It is, however, assumed that food will continue to be provided to 
the newly employed workers by their relatives working on the farms without any 
~rt It, and at the same time maintaining their own consumption level 
In this way. mobilization of the disguised unemployed as saving potential becom 
self-financing Nurkse’s view precludes the payment of wages to workers. If g 
are paid to Workers they will spend them on foodstuffs and thus raise the inco 
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of the agriculturists working on the farms. This increased income can be taxed 
to finance the investment projects. When the investment projects are completed, 
they will tend to raise output and income which can also be taxed and utilised 
for further investment. 10 

(2) External Sources. Domestic sources for capital formation are required to 
be supplemented by the following external sources. 

(/) foreign Aid. In the absence of adequate domestic rosources for capital 
formation, it is necessary to import foreign capital in the form of loans and 
grants from advanced countries without any ‘strings.* But the best course is to 
start joint ventures whereby foreign investors bring technical know-how along 
with capital, and they train local labour and enterprise. Capital can also be import¬ 
ed indirectly by paying for through exports. This is the best policy because exports 
pay for imports. But it is not possible for a backward economy to increase its 
exports to the level of capital imports in the initial stage of development. 

(//) Restriction of Imports. Another important external source of capital for¬ 
mation is the restriction of consumption imports. All luxury imports should be 
restricted and the foreign exchange so saved should be utilised in importing 
capital goods. This measure can be successful only if the domestic income saved 
on imported consumer goods is not utilised on luxury and serai-luxury goods 
manufactured at home. If consumers start spending more on domestic consumer 
goods, the increase in the import of capital goods will be offset by reduction in 
domestic investment because resources will be diverted from domestic capital pro¬ 
duction to increased spending on consumer goods. An increase in domestic 
saving is, therefore, essential if the restriction of luxury imports is to lead to an 
increase is net capital formation. 

(///) favourable Terms of Trade. Similarly, if the terms of trade move in favour 
of an underdeveloped country, it is in a position to import large quantities of 
ca pjtal goods. To take advantage of the favourable terras of trade, it is essential 
that the increase in domestic income due to larger export earnings should be saved 
and invested productively. If the extra income thus earned is spent on consumer 
goods, new saving will not take place for capital formation. Since improvement 
in the terms of trade is not an automatic source of capital formation, Nurkse 
suggests that this saviog should be extracted through taxation ‘to give the country 
a command over additional imports of investment goods.’ 

Conclusion. Capital formation is thus an important determinant of economic 
development. It would be, however, an over-simplification to regard economic 
development as a matter of capital formation alone, neglecting political, social, 
cultural, technological, and entrepreneurial factors. 


,r These internal measures are discussed in greater detail in the subsequent chapters. 


Chapter 34 

DISGUISED UNEMPLOYMENT 
AS A SAVING POTENTIAL 


MEANING OP DISGUISED UNEMPLOYMENT 

was introduced into the theory of 
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Sen explains the difference between the two approaches with the help of the 
following figure. 

TP is the total output curve which 
becomes horizontal when OL labour 
is employed. It implies that the mar¬ 
ginal product of labour becomes 
zero with OL labour hours and it is 
no use employing labour beyond this 
point However, the number of 
labourers engaged in agricultural 
operations is OL * and each works for 
ton a hours. But the working hours 
per labourer are tan b. Thus £*Li 
labourers are disguised unemployed. 
It shows that marginal productivity 
of labour is zero at point L and that 
LABOURERS of labourer over the range L%L\ is nil. 

FIG. 34.1 



The Problem 

Maurice Dobb* and Ragner Nurkse, 4 independent of each other, developed 
the thesis that disguised unemployment in overpopulated underdeveloped coun¬ 
tries can be a source of capital formation. According to Nurkse, the state of 
disguised unemployment in underdeveloped countries constitutes “a disguised 
saving potential.” Underdeveloped countries suffer from disguised unemployment 
on a mass scale. With existing techniques of production in agriculture, it is 
possible to remove from land a large proportion of the surplus labour force with¬ 
out reducing agricultural output. This surplus labour force can be put to work 
on capital projects, like irrigation, drainage, roads, railways, houses, factories, 
training schemes, community development, education and health, etc. In this 
way rural underemployment can be a source of capital formation. 

Nurkse has split up the problem of mobilizing disguised unemployment as a 
saving potential in two parts: firstly , how to feed the surplus population trans¬ 
ferred to the various capital projects and secondly , how to provide tools to the 
new workers to work with. 

Feeding the Surplus Population. Though the first problem can be solved to 
some extent by voluntary savings, by taxation and even by importing foreign 
capital, yet the magnitude of the problem requires that it should be ‘self-finan¬ 
cing.’ At present the ‘unproductive’ surplus labourers are being supported by the 
'productive* labourers. The latter are doing virtual’ saving since they are produ¬ 
cing more than they consume. But this saving is running waste because it is being 
utilized in feeding the ‘unproductive’ labourers whose contibution to output is 
zero or negligible. If the ‘productive’ peasants working on land continue to feed 
their ‘unproductive’ dependents working on capital projects, ‘then their virtual sav- 


*M. Dobb. Some Aspects of Economic Development, 1951. 
*R. Nurkse, op. clt., Ch. 11. 
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through the use of disguised unemployment. Nurkse, therefore, rightly believes 
that there is concealed saving potential in rural underemployment m overpopula¬ 
ted underdeveloped countries that can be effectively utilized as a means of capttal 

formation. 

Limitations of the Concept , a . .. .. 

The concept of disguised unemployment as a concealed saving potential has 

led to considerable controversy. Economists have questioned the practicability 
of this concept in democratic underdeveloped economies. The various difficulties 
that stand in its working are examined below: 

1 . propensity to Consume not Constant. Nurkse assumes that the propensity to 
consume of both the newly employed workers and those left on the farms remains 
constant. But this is an untenable assumption. Kurihara is of the view that as a 
result of the transferring of the disguised unemployed to the capital-goods sector, 
the propensity to consume may rise in the case of the whole economy. In this 
event the pressure will increase for allocating to the consumer-goods sector those 
resources which might otherwise be used to increase output of capital goods- 

2. Problems of Collection and Distribution of Food Surplus. Nurkse fails to 
visualise the problems connected with the mopping up and the distribution of the 
food surplus from those working on the farms to those working on the new 
capital projects. How is the food to be collected and distributed to workers at 
the project sites? How much each farm is to contribute to the foodfund, if such 

a fund is created? If farm owners refuse to supply food, what action is contem¬ 
plated? Nurkse’s thesis does not offer any solution to these problems. 

3 . Marketable Surplus does not Increase. Further, it is doubtful that the with¬ 
drawal of surplus labour from agriculture would increase the marketable surplus. 
Kaldor holds that in underdeveloped countries peasants produce for self- 
sufficiency rather than for profits and the amount supplied to the non-agricultural 
sector tends to be governed by the need for industrial products. Since as a result 
of reduction of farm hands the demand for industrial products is also reduced, 
it is possible that a reduction in surplus labour force would be followed by a 
reduction, rather than an increase, in the amount of marketable surplus for the 
towns. 10 

4 . Difficult to Mobilize Disguised Unemployed. It is not easy to mobilize the 
disguised unemployeds and send them to the new capital projects. They are so 
intensely attached to their family and land that they do not like to leave their 
kith and move to the new projects. Majority of the disguised unemployed, how¬ 
ever, find their way into the armed forces, as is the case in India. 

5. Not Possible to Get Work without Payment of Wages. In Nurkse’s analysis, 
the problem of payment of wages to the investment workers does not arise 
because the entire process of capital formation is assumed to be ‘self-financing.’ 
This is unrealistic. Unless wages are paid, workers cannot be attracted to the 
new capital projects. As Lewis remarks, “Unpaid labour may be very important 


•K. Kurihara, op. cit pp. 119-120. 

X *N. Kaldor, Essays on Economic Stability and Growth, 1960. 
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in countries which resort to compulsory labour but its scope in other countries is 
limited.” 

6 . Successful only in Totalitarian States. As a corollary to the above, this ‘up 
by the bootstraps’ approach can succeed only under strong totalitarian govern¬ 
ments and has little relevance to democratic underdeveloped countries. As a 
matter of fact, this approach to capital formation has succeeded in China where 
the masses have been forced to work on capital projects by providing only 
minimum rations required for bare subsistence. Nurkse himself admitted this 
fact when he declared later on, "Some of the underdeveloped countries do have 
potential domestic resources available for capital construction. But it may be 
very hard nay impossible to mobilize them without resorting to coercive 
methods. 11 

7. Problems of Inflation and Balance of Payments. The task of providing work 
to the surplus labour force is beset with a number of difficulties. Lewis maintains 
that what holds back the use of such labour is not the lack of fixed capital but 
the lack of working capital. Assuming that working capital is available, the 
employment of surplus labour is likely to lead to inflation in the economy. When 
the newly employed workers are paid wages, their demand for consumer goods 
increases without a corresponding increase in the output of consumer goods. 
Hence prices will rise. “This will also stimulate imports of consumer goods, with 
unfortunate effect on the balance of payments, and if these effects are prevented 
by strict control of imports and of exports, the effect is merely to swell the sum 
of money circulating at home, and so to put greater pressure on the domestic 
prices.” 12 

8 . Unskilled Labour fails to Increase the output of Fixed Capital. According to 
Kurihara, the use of unskilled and illequipped labour may not increase signi¬ 
ficantly the output of fixed capital which is of crucial importance to industrializa¬ 
tion. The shifting of the disguised unemployed to investment projects of a labour- 
intensive type requiring no special skill or equipment cannot be expected to 
produce fixed capital “in quantities and qualities that are of immediate and 
adequate use to industrialization. The most that could be expected of such labour- 
intensive projects is a limited amount of preliminary capital formation (e.g., 
swamp clearance of factory sites, dirt road building for modern highways, and 
handicrafts serving as raw materials for machine made manufactures). But it 
takes machines to make machines on a scale large enough to speed up industriali¬ 
zation. And the disguised unemployed are an ineffective substitute for such 
machines to make machines.'' 1 * 

9. Unrealistic Assumption of Technological Neutrality. Kurihara 14 further 
maintains that the tacit assumption of technological neutrality involved in 
Nurkse’s idea of disguised unemployment as a ‘saving’ potential is untenable and 
unhelpful. During the process of industrialization, if the capital-goods sector 
adopts labour-saving devices, it will set a limit to the full mobilization of the 

“R. Nurkse, Lectures on Economic Development, p. 200. Italics mine 

"W.A. Lewis, op. clt., p. 218. 

‘•K. Kurihara, op. cii., p. 119. 

••/6/</.,p. 120. 
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disguised unemployed in the economy. In such a situation capital equipment will 
have to grow at a much faster rate to equip labour with increasing productivity. 
Technological progress is thus inevitable. 

10. Effects of Increasing Population on Capital Formation. Nurkse fails to 
analyse the effects of rising population on capital accumulation. A rapidly 
growing population aggravates the difficulty of increasing the rate of capital 
formation in two ways: (/) There is a continuous addition to the ‘unproductive* 
labour force which eats up whatever saving potential is created by shifting the 
disguised unemployed to the new capital projects; and (//) this population growth 
outstrips capital accumulation showing thereby that “disguised unemployment 
grows faster than can be absorbed productively by the very stock of capital that 
the disguised unemployed are supposed to help expand.” 16 

11. Not Applicable to Directly Productive Activities. Hirschman makes a 
distinction between ‘permissive’ and compulsive factors in economic development. 
According to Nurkse, it is by employing the ‘unproductive* workers in social 
overhead capital projects that capital formation will take place. But Hirschman 
is of the view that though social overhead capital is fundamental to economic 
development, yet it is only a ‘permissive* factor for it simply permits private 
investment to go ahead. The existence of ‘directively productivity activity,* on the 
other hand, is a ‘compulsive’ factor in economic development. It includes, among 
others, machine tools and iron and steel industries. He, therefore, contends that 
Nurkse’s concept of converting the rural surplus labour into capital formation 
can have relevance only with regard to social overhead capital but not to directly 
productively activities which are more significant from the view point of economic 
development. ,fl 

12. Fall in Production. Schultz does not agree with Nurkse that the removal 
of surplus labour force from the farms to the new capital projects will not reduce 
agriculture productivity. He contends that there is ‘‘no evidence for any poor 
country anywhere that would suggest that a transfer of even some small fraction, 
say, 5 per cent of the existing labour force out of agriculture, with other things 
equal, could be made without reducing its production.*’ 17 As Doreen Warriner 
has pointed out, the emphasis on over-population or disguised unemployment is 
most unfortunate because it concentrates on pure guess-work and diverts atten¬ 
tion away from the ascertainable facts—the fall in output per head resulting from 
pressure of population on the means of subsistence and the destruction of soil 
fertility. 18 

Lastly, empirical evidence has shown that the estimates of 20-25 per cent of 
surplus labour are entirely inadequate and defective, Kao, Anschel and Eichcr 
have shown that the empirical studies supporting such optimistic estimates of 
disguised unemployment were often poorly conceived. In addition, by considering 
temporary rather than permanent labour transfers and by allowing some reor- 

li lbid. 

*'A.O. Hirschman, op. cit. 

"The Role of Government in Promoting Economic Development* in The State of Social 
Sciences, (ed.) While. L.D. 

"D. Warriner, Land Reform and Economic Development, 1955. 
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ganisation of production, various writers have arrived at a high percentage of 
disguised unemployment. To date, there is little reliable empirical evidence to 
support the existence of more than 5 per cent disguised unemployment in under¬ 
developed countries. 19 

Conclusion. The inference can be drawn from the entire discussion that the 
existence of disguised unemployment as a concealed saving potential and hence 
as a source of capital formation in overpopulated underdeveloped countries is 
beset with a number of difficulties and has little practicability in countries that 
have wedded themselves to a democratic way of living. We may thus conclude 
with Viner that "there is little or nothing in all the phenomena designated as 
disguised unemployment,’ as ‘hidden unemployment,' or as ‘underemployment’ 
which in so far as they constitute genuine social problems would not be adequa¬ 
tely taken into account by competent, informed, and comprehensive analysis of 
the phenomenon of low productivity of employed labour, its causes, its true 
extent, and its possible remedies.” 20 

A Realistic View 

The views expressed above are by those who are sceptical about the concept. 
But it cannot be denied that the use of surplus labour as the source of capital 
formation "brings within a narrow time-horizon projects which were outside this 
horizon. It gives scale economies, enlarges land, capital and employment and 
raises productivities all round." 21 So far as the problem of wage payment is con¬ 
cerned A.M. Khusro suggests three methods: (/) Underemployed workers can be 
organized on their own and on their neighbours* farms on mutual aid on capital 
building. They need not be given a wage. They eat the same food at their own 
kitchens. As a result, there are no inflationary pressures on food prices. (»7) Under¬ 
employed workers can be organized to work on capital construction within a 
village outside their own farms. They are given a wage. But they return to their 
kitchens daily to eat the same food which they would have eaten any way. They 
spend their wages on non-food items whose prices rise. But with a time-lag, they 
would produce the capital which would produce the extra food which will pay 
for the ‘wage-goods.’ (i/I) Underemployed workers can be organized to work on 
capital projects away from their villages and paid a wage. They would spend 
their wages on food and this will lead to inflationary pressures. ‘‘But eventually 
it produces the capital which produces the food which pays for the wage. The 
problem in all the three cases is: (a) of organization, aod ( b) of bridging the gap 
between work (wage payment) aod product. If these programmes are undertaken 
on a nation-wide basis, monetary-fiscal measures become necessary. The gearing 
of imported (PL 480) foodgrains to project construction can also be a useful 
strategy." 

According to Dr Khusro, the essence of the matter is organization in the field 
and taking up of projects with due regard to efficiency. He, however, sounds a 
word of caution that "if you attempt to create only employment without regard 

•»C.K. Eieher and L.W. Witt (eds.I, Agriculture in Economic Development. 1964. 

“ Some Reflections on the Concept of Disguised Uoeirplo>meot*. UE. 

"A.M. Khusro, Radlngs In Agricultural Development, 1968. 
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to efficiency, output, and surplus, you will soon end up with neither employment 
nor output, nor surplus. Many a labour-intensive scheme which seems to be 
giving a lot of employment per unit of capital is in fact an opticalillusion.lt 
gives employment only in the first round; but because it does not generate, owing 
to inefficiencies, much surplus for plough-back, it faUs to generate employment 
in the following rounds. Then as it probably peters out slowly .t throws back 
into unemployment or underemployment all or many of the initiallyemployed. 
Employment, to be permanent, must be generated m eventually, self-financing 
surplus generating schemes." He is of the opinion that in the Indian case for a 
decade or so to come, it is not possible to provide net employment to the agricul¬ 
tural underemployed in the non-agricultural sector. For at the present rate of 
capital formation the new demand for labour can be met from the existing back¬ 
logs of unemployment the annual increase in population and increased participa¬ 
tion by women . 21 Khusro concludes that “in its application to India the celebrat¬ 
ed Nurkse-Lewis strategy of shifting to the non-agricultural or the modern 
sector, the underemployed agricultural workers whose marginal productivity has 
fallen to zero is likely to remain in cold storage for some time to come; although 
it will eventually come into its own when near-full employment emerges in non- 
agriculture." Till that time he recommends the use of underemployed workers 
for land improvements by organizing cooperative farming societies in the 

country.” 


»A.M. Khusro. Economic Development with no Population Transfers. 

*'A.M. Khusro and A N. Aggarwal. The Problem of Cooperative Farming in India. 
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expansion of agricultural output and productivity will tend to raise the demand 
for manufactured goods and extend the size of the market This will lead to the 
expansion of the industrial sector! Moreover, the demand for such inputs as 
fertilizers, better tools, implements, tractors, irrigational facilities in the agricul¬ 
tural sector will lead to the greater expansion of the industrial sector. Besides, 
the means of transport and communications will expand when the agricultural 
surplus is to be transported to urban areas and manufactured goods to the rural 
areas. The long-run effect of the expansion of the secondary and tertiary sectors 
will be towards higher profits in them whether they art operated it) the private or 
the public sector. These profits will tend to increase the rate of capital formation 
through their reinvestment. This is what Kuznets calls the product contribution 
of agriculture which first augments the growth of total net output of the economy, 
and second, the growth of per capita output 

( Underdeveloped countries mostly specialise in the production of a few agri¬ 
cultural goods for exports. As output dnd productivity of the exportable goods 
expand, their exports increase and result in larger foreign exchange earnings. 
Thus agricultural surplus leads to capital formation when capital goods are 
imported with this foreign exchange. As development gains momentum due to 
industrializationAthe proportion of agricultural exports in country’s total exports 
is likely to fall ay they are needed in larger quantities for domestic production 
of imported articles. Such articles are import substitutes and conserve foreign 
exchange. Similarly, increased marketed surplus of foodgrains leads to a net 
saving of foreign exchange, as the economy tries to achieve the goal of self-suffi¬ 
ciency in food production. Larger production of food and export crops not only 
conserve and earn foreign exchange but also lead to the expansion of the other 
sectors of the economy. Foreign exchange earnings can be used to build the 
efficiency of other industries and help the establishment of new industries by im¬ 
porting scarce raw materials, machines, capital equipment and technical knowhow. 

*An underdeveloped country needs large amount of capital to finance the crea¬ 
tion and expansion of the infrastructure and for the development of basic and 
heavy industries/"I[n the early stages of development, capital can be provided by 
increasing the marketable surplus from the rural sector without reducing the 
consumption levels of farm population. According to Johnston and Mellor, “An 
increase in agricultural productivity implies some combination of reduced inputs, 
reduced agricultural prices or increased farm receipts .” 8 Labour as the principal 
input can be a source of capital formation when it is reduced on the farm and 
employed in construction works. But the possibility of utilising unskilled surplus 
farm-labour on capital projects requiring skilled labour is limited. The second 
possibility of increasing capital formation through reduced agricultural prices 
is also not feasible in the early stages of development when the rise in prices is 
inevitable. Reduction in agricultural prices is possible in the long-run but demo¬ 
cratic countries may not be able to follow this policy for political reasons. A 
more practicable solution is to stabilise the prices of farm products. The third 
possibility of increasing farm receipts is perhaps the best way for capital for- 

'B.F. J° h Ds ,o n and J.W. Mellor, *Tbe Role of Agriculiure in Economic Development. 
A.E.R., Scpiember, 1961. 
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mation/rhis can be done by mobilising increased farm incomes through agri¬ 
cultural taxation, land taxes, agricultural income tax, land registration charges, 

school fees, fee for providing agricultural technical services and other types of 
fees that cover all or part of the cost of services provided to the farm popu¬ 
lation.) But “political and institutional problems make it difficult to translate the 
increa/ed potential for saving and capital accumulation, made possible by increas¬ 
ed agricultural productivity, into an actual increase in investment.”* in under¬ 
developed countries. According to Wald, special assessments have had their 
widest application in the United States. In view of the fact that they are specially 
designed for financing such development projects as irrigation works, flood 
control system and certain classes of roads, all of which are extremely important 
for underdeveloped countries.” 4 Except for betterment levy in a few states no 
other assessment exists in India. Earnings from land revenue arc on the declin. 
and agricultural income tax is popular with State governments due to political 

reasons. Wald, therefore, warns underdeveloped countries like India that the 
penalties of too light taxation of agriculture are a stagnating farm sector, a 
financially starved public sector and a retarded rate of economic growth in the 
country as a whole.” Thus io countries where agriculture dominates, the taxation 
of agriculture in one form or another is essential for mobilising agricultural 
surplus in order to accelerate economic development. As pointed out by Johnston 
and Mellor, “The transition from a level of saving and income that spells stagna¬ 
tion to one permitting a tolerable rate of economic growth cannot be achieved 
unless agriculture makes a significant net contribution to capital formation in the 

expanding sector.” . . , . 

.U, increase in rural incomes as a result of the agricultural surplus tends 
to improve rural welfare. Peasants start consummg more food especially o a 
higher nutritional value in the form of superior quality cereals, eggs. ghee, milk, 
fruits etc. They build better houses fitted with modern amenities like electricity, 
furniture, radio, fan, etc. Provide themselves with bicycles, motor cycles, watches 
readymade garments, shoes, etc. They also receive direct satisfaction from such 
services as schools, health centres, irrigation, banking, transport and communica¬ 
tion facilities. Thus increased agricultural surplus has the effect of raising the 
standard of living of the mass of rural people/ 

THE PROBLEM OF MARKETABLE SURPLUS 


The problem of marketable surplus is one of sectoral allocation of investment 
between agriculture and industry in a developing economy. In such an economy, 
there is a large agriculture sector and a small industrial sector. The former pro¬ 
duces mainly food and a few cash crops, and the latter both consumption and 
investment goods. Industrialization requires not only the allocation of mvestiblc 
funds toward the modern sector but also toward increasing the production of the 
agricultural sector. There is the further need of transferring the surplus labour 
force required by the expanding industrial sector, and also more food and cash 


•IbU. 

•H.P. Wald. op. clt. 
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crops to feed the workers and the industries. “There is reason to suppose that", 
writes Maurice Dobb, “it will be the marketed surplus of agriculture which plays 
the crucial role in the underdeveloped country in setting the limits to the possible 
rates of industrialization." 5 Unless the supply of agricultural products to the 
modern sector is increased, industrialization will be retarded. This is the problem 
of the marketable surplus. 

Underdeveloped economies are agriculture-oriented with low levels of pro¬ 
ductivity, income,saving and investment. By raising agricultural output and pro¬ 
ductivity, the agricultural sector can make a net contribution to the industriali¬ 
zation of the country. Agricultural production can be raised by allocating large 
investible funds for making improvements on land and using improved techni¬ 
ques of production. Increased agricultural productivity implies a large marketable 
surplus and a redistribution of income io favour of the agricultural sector. This 
rising net cash income of the agriculturists can be mobilized for capital formation 
in two ways: firstly , by diverting the farm produce from the agricultural sector so 
as to step up the marketable surplus; and secondly , by forcing the agricultural 
population to save more. 

I. Diversion of the Surplus. To increase the marketable surplus, agricultural 
population should be prevented from consuming more of its own produce. This 
is. however, difficult to achieve as the majority of the farmers are at or below 
the subsistence level. The problem will also defy solution till the surplus agricul¬ 
tural population (the disguised unemployed) does not move to construction sites 
and factories away from the farms and no individual io the economy increases 
his consumption following the transfer. The latter is, however, an unrealistic 
assumption and the doctrine of marketable surplus sets a limit to the possible 
rate of industrialization in underdeveloped countries. There are two reasons for 
this. In such economies the peasants, being poor and ill-led, have a high margi¬ 
nal propensity to consume. So when the disguised unemployed are transferred 
from the farms to industrial projects, those remaining on the farms are left with 
a large volume of produce per capita. Instead of marketing this higher per capita 
output, they tend to consume roost of it. Thus the marketable surplus would not 
increase. Another argument is that this raa^ happen only in the initial stage. 
After that, the marginal propensity to consume of the peasants becomes zero in 
relation to the increase in farm output. In other words, they reach the satiety 
level, and any further increase in agricultural productivity may reduce their ten¬ 
dency to work with the object of keeping per capita income and consumption 
constant. Thu> the total marketable surplus may actually decline instead of 
increasing 

But the last view-point ignores the impact of the demonstration effect on 
peasants’ consumption patterns. As the per capita real income of the farmers rises 
with increases in agricultural output per capita, they have a tendency to buy more 
of the manufactured goods. This prevents the use of the agricultural surplus 
wholly for capital formation. Farmers should, therefore, be prevented from spend- 

% On Economic Theory and Socialism, p 152 Marketable surplus refers to the surplus left 
with the farmer for sale after meeting all his requirements, and marketed surplus is that 
po't'on of the marketable surplus which is actually sold in the market. 
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jog the whole of the marketable surplus on manufactured goods. But this is not 

possible except in a totalitarian state. . 

The increasing demand for manufactured goods as a consequence of increas¬ 
ing marketable surplus has important repercussions on the Industrial sector of the 
economy. On the one hand, production in the industrial sector will have to be 
in keeping with the demand of the agricultural population which will necessitate 
a change in the pattern of production. On the other, the consumption pattern of 
the agriculturists will have to undergo a change so that it may act a, a source o 
finance for further industrialization. This phenomenon will, in ‘“ r0 -' 

expansion of the consumer goods sector a, the cos, of the capita 
and <M expansion of the private sector a, the expense of the public sector ! 
may arrest the growth rate of the economy till adequate funds ^' ava lab e ^ 
expanding the capital goods sector. However, theexpansion cif rural oriented 
consumer goods sector operated by the private enterprise tJ only t 
increasing marketable surplus but also ra.se the demand for heavy ana oasic 
goods industries. A, the same time, suitable taxation poltaw»■« have tote 

adopted for mopping up profits generated by the consumer goods sector. In case 
sufficient revenues are no, forthcoming from the private sector ^ 

measures, there should not be any hesitation on the part of the state to 
important consumer goods industries in the public sector. 

Another way of syphoning off the increasing marketable surplus for develop- 

menJfto encourage farmers to star, their own abased industries. This will 

have the added advantage of providing employment to the disguised unemploye 
in rural population. It is, however, presumed that the necessary facilities for 
education and training of people in agro-based industries exist along with macbi- 

"'it^stlso desirable that capital needed for making further improvements in 
agriculture, including outlays on fertilizers, tractors, tubewells etc. should be 

financed out of farm receipts accruing from increased marketable SU T 5| “*' 

state should arrange to supply agricultural inputs a, reasonable prices on cash 

'^"'forced Savings. The other method to mobilize increasing marketable sur¬ 
plus is ,0 force the rural population to save, if all efforts to induce more volun¬ 
tary savings fall. This can be done by directly taxing the agricultural surplus by 
the state. It may be by raising land revenue or imposing agricultural income tax, 
or both. The agricultural land tax played a crucial role in Japanese economic 
development. It formed 80 to 90 per cent of the general land tax and was the 
main source of government revenues. Developing countries can take a lesson 
from the Japanese experience by modifying their tax system in order to mop up 
increasing agricultural surplus in the process of development. Special assessments 
in providing agricultural technical services, irrigation works, flood-cootrol system^ 
roads, etc. can also be used for mobilising agricultural surplus. Direct taxes and 
special assessments will reduce the agriculturists’ purchasing power and induce 
them to sell a greater part of their agricultural produce. 

Another method that has been adopted in certain developing countries is to 
ask farmers to pay their dues to the state, whether for taxes, land revenue, water 



276 THE ECONOMICS OF DEVELOPMENT AND PLANNING 


rates or other purchased inputs, partly in kind. 8 

Simultaneously, measures should be adopted to change the terms of trade bet¬ 
ween agricultural and manufactured goods. This can be done in any of the follow¬ 
ing ways: "(/) When general price level is rising the prices of agricultural products 
may be prevented from risiog in proportion to the prices of manufactured goods 
through the familiar device of price.control. (//) Urban goods, actually or poten¬ 
tially the object of villagers’ consumption, may be taxed, (ill) Industrial protec¬ 
tion may be availed of to raise the level of prices of domestic manufactures, 
while allowing parity of agricultural prices with the world levels. (Iv) Through 
state trading in manufactured goods entering into the villagers consumption. 
When methods (/) and (///) are resorted to the profit margins of the private urban 
sector will be widened and they will have to be mopped up through the fiscal 
machinery. Tie other two methods will directly yield funds for financing subse¬ 
quent instalments of developmental expenditure by the state.*’ 7 

Difficulties 

There are certain snags in the policy outlined above for mopping up market¬ 
able surplus. 

(/) It is difficult to determine the amount of marketable surplus in the eco¬ 
nomy. In this regard there are two schools of thought: One holds that the marke¬ 
table surplus is inversely related to prices. The market arrivals of foodgrains may 
decline in periods of rising prices and increase in falling prices. 8 The second, 
based on Indian experience, holds that farmers have become highly *'price cons¬ 
cious” and they keep the marketable surplus with them to be released during 
the lean seasons in order to earn more. This hypothesis is related to past prices 
and to expected future prices. The first view-point is contradicted by Indian 
experience and the second by the seasonal pattern of market arrivals. In Punjab 
in the case of wheat, 50 to 60 per cent of market arrivals take place from April 
to June and only about 30 to 35 per cent of the total between October and March * 
Thus it is difficult to arrive at the true marketable surplus in order to decide how 
much of it is to be tapped for capital formation. 

(//) Mopping up agricultural surpluses through direct taxation is also a diffi¬ 
cult affair in underdeveloped countries where possibilities of evasion are more, as 
agricultural incomes are difficult to assess and depend upon administrative 
efficiency and honesty. 

(///) Political problems further complicate the process of syphoning off the 
agricultural surplus. Governments with socialist leanings are more inclined to¬ 
wards levying agricultural income tax on middle and big farmers, at the same 

•Ajii K. Dasgbpta, Economic Theory and the Developing Countries, p. 61. 

'Dbararn Narain, "Ration of interchange between Agricultural and Manufactured Goods 
in Relation to Capital Formation in Underdeveloped Countries." Indian Economy Review, 
August. 1957. 

•P.N. Mathur and Ezekiel. "Marketable Surplus of Food and Price Fluctuations in a 
Developing Economy.* Kylkos. 1961. 

*T.N. Krishnao. ‘The Marketable Surplus of foodgrains,* Economic Weekly, Annual Num¬ 
ber. February 1965. 
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time ple.ding for remission of land revenue to .mall farmer., whereas right* 
parties are against all such measure.. In India, land revenue as the P*"*““** £ 
total revenue of the .tate. was 11.6 per cent in 1951-52. 14.7 per cent m 1955-56 
and has ,ince declined to 4.1 per cent in 1967-68. This has been mainly due to 
the abolition ofland revenue by some of the states below a certam limit. The 
position in case of the agricultural income tax has been more d._sa M »otnting. l t 
formed 1.1 per cent of the totil tax revenue of the states in 1951-52 and gradual y 

declined to 0.5 per cent in 1967-68. .. 

(iv) Sometimes. Inertia on the part of the state and weaknesses tn the tax 
•tructure stand in the way of mopping up agricultural surpluses. According to 
Wald land revenue l seven states in India increased by only 50 per cent between 
1939-1952 whereas wholesale price of major agncultural products increased by 

inertia and weakness on the par. of the Government ha. 
refrained it from utilizing the marketable surplus for capital form.non .n lndia^ 
^ Conclusion. There is no denying the fact that in underdeveloped countnes 
where agriculture accounts for 40 to 60 per cent of the national Income, a sus¬ 
tained rate of economic growth cannot be achieved ^ “'nUuned^ud ss r, 
cultural surplus is created and mopped up for cap,..f° fma "° n s ™ ^ ^ 

ttSSSSSSSS^ 

development which should not be negiccico oy * 
loped countries. 


.. H p, VM.Taxano* o/ApIc^tural Uni In Uni,rd,„top.i Count,l„ 



Chapter 36 

MONETARY POLICY IN ECONOMIC DEVELOPMENT 


Meaning and Importance 

M ONETARY policy refers to the policy of the monetary authority of a 
country with regard to monetary matters. It may be defined as that policy 
which deals with: ( a ) “the controls of financial institutions; ( b ) active purchases 
and sales of paper assets by the monetary authority as a deliberate attempt to 
effect changes in money conditions; and (c) passive purchases and sales of paper 
assets resulting from the maintenance of a particular interest rates structure, the 
stability of security prices, or meeting other obligations and commitments.” 1 
Monetary policy in an underdeveloped country plays an important role in acce¬ 
lerating development by influencing the cost and availability of credit, by con¬ 
trolling inflation, and by maintaining balance of payments equilibrium. As deve¬ 
lopment gains momentum, and appropriate monetary policy is all the more 
essential to provide an elastic credit supply to meet the requirements of a grow¬ 
ing volume of trade, a rapidly increasing population, and an expanding monetiz¬ 
ed sector. 

Main Features of Monetary Policy 

According to Dr JD. Sethi, monetary policy can be taken to function in the 
following directions: (/) To have and also to make use of a most suitable interest 
rate structure. (//) To achieve a correct balance between the demand for and 
supply of money. (Hi) The provision of proper credit facilities for a growing eco¬ 
nomy and stopping its undue expansion; and also the channeling of credit to 
users as consistent with pre-planned investment. ( iv) The creation, working and 
expansion of financial institutions, (v) Debt management.* These features of mone¬ 
tary policy in an underdeveloped country are discussed below: 

l. Creation and Expansion of financial Institutions. One of the aims of mone¬ 
tary policy in an underdeveloped country is to improve its currency and credit 
system. More banks and financial institutions should be set up to provide larger 
credit facilities and to divert voluntary savings into productive channels. Finan¬ 
cial institutions are localised in big cities in underdeveloped countries and pro¬ 
vide credit facilities to estates, plantations, big industrial and commercial houses. 
In order to remedy this, branch banking and unit banking should be extended 
to rural areas to make credit available to peasants, small businessmen and traders. 
For an effective monetary policy, however, the existence of a strong and power¬ 
ful central bank is a necessary condition. In underdeveloped countries, the com- 


»J.D. Sethi, Problems of Monetary Policy In an Underdeveloped Country. 
•Ibid., p. 94. 
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mercial banks provide only short-term loans. Credit facilities in rural areas are 
mostly non-existent. The only source is the village money lender who charges 
exorbitant interest rates. Besides, there are no properly organized and developed 
stocks and securities markets. To remove these shortcomings, the central bank 
should play a dominant role in shaping a country's monetary policy. 

The central bank acts as the fiscal agent of the government and thus manages 
the public debt. It issues government bonds and securities itself and through 
other commercial banks in the country. Since there is no well-established bill 
market in an underdeveloped country, it is the central bank which can set up 
and organize a stocks and securities market. 

The bold of the village money lender in rural areas can only be slackened if 
new institutional arrangements are made by the central bank in providing short¬ 
term. medium-term and long-term credit at lower interest rates to the cultivators. 
A net-work of co-operative credit societies with apex banks financed by the cent¬ 
ral bank can help solve the problem. With the vast resources at its command, 
the central bank can also help in establishing industrial banks and financial cor¬ 
porations in order to finance large and small industries. 

lastly the central bank acts as the guardian of the money market. It has 
sufficient powers to control commercial banks as it desires. 'Central Bank control 
of commercial banks is a chief weapon of monetary policy. ’ It can induce banks 
to make more medium and long-term loans by providing rediscounting facilities. 

But ‘monetary and financial institutions in themselves cannot be expected to 
be the primary and active movers of development in credit sense. Given the 
fundamental stimulus which comes from enterprise and entrepreneurship, the 
monetary system must then be sufficiently responsive to the stimuli that arise as 

development ga'nsraomenm^poi^ ^ underdeveloped country the interest 

rate structure stands at a very high level. There are also vast disparities between 
long-term and short-term interest rates and between interest rates and different 
ecton of the economy. The existence of high interest rates acts as an obstacle to 
the'growth of both private and public investment in an underdeveloped economy. 

A low interest rate is. therefore, essential for encouraging private investment in 
agriculture and industry. Since in an underdeveloped country businessmen have 
Zc savings out of undistributed profits, they have to borrow Iron, the banks or 
from the capital market for purposes of investment and they would borrow only 
in he interest rate is low. A low interest rate policy ,» also essential for encoura- 
ging public investment. Alow interest rate policy is a . cheap " 0 "''' P ° l ' Cy fl 1 ' 
makes public borrowing cheap, keeps the cost of servicing public debt low, and 
thus helps in financing economic development. Even from the pom. of view o 
foreign investors, the availability of cheaper money for ‘complimentary fund, 
encourages private foreign investments. But a low interest pohey is not »n un¬ 
mixed bfessing in an underdeveloped country. It has certain disadvantages^ It 
encourages borrowing and investment for speculative purpose, and thusi binders 
the financing of productive investments. A low mterest rate on government bonds 


• Ibid .. p. 103. 

•Meier tod Bildwio, op. elt., p. J9S. 
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makes them unattractive to the investors who are solely guided by the profit 
motive. A low interest rate also adversely affects the growth of saving in the 
economy. 

In order to discourage the flow of resources into speculative borrowing and 
investment, the central bank should follow a policy of discriminatory interest 
rates, charging high rates for non-essential and unproductive loans and low rates 
for productive loans. But this does not imply that savings are interest-elastic in 
an underdeveloped economy. Since the level of income is low in such economies, 
a high rate of interest is not likely to raise the propensity to save. In the context 
of economic growth, as the economy develops, a progressive rise in the price 
level is inevitable. The value of money falls and the propensity to save declines 
further. Money conditions become tight and there is a tendency for the rate of 
interest to rise automatically. This would result in inflation. In such a situation 
any effort to control inflation by raising the rate of interest would be disastrous. 
Cheap money policy may thus lead to inflation if it is not accompanied by strict 
physical controls. A stable price level is, therefore, essential for the success of a 
low interest rate policy. 6 

3. Debt Management. Debt management is one of the important functions of 
monetary policy in an underdeveloped country. It aims at proper timing and 
issuing of government bonds, stabilizing their prices and minimizing the cost of 
servicing public debt. It is the central bank which undertakes the selling and 
buying of government bonds and making timely changes in the structure and 
composition of public debt. The primary aim of debt management "is to create 
conditions in which public borrowing can increase from year to year and on a 
big scale without giving any jolt to the system. And this must be on cheap rates 
to keep the burden of the debt low.’’ 6 

In order to strengthen and stabilize the market for government bonds, the 
policy of low interest rates is essential. For, a low rate of interest raises the price 
of government bonds, thereby making them more attractive to the public and 
giving an impetus to the public borrowing programmes of the government. The 
maintenance of structure of low interest rates is also called for minimizing the 
cost of servicing the national debt. Further, it encourages funding of debt by 
private firms. Dr Sethi opines that to make the rate of interest play an active 
and useful role in any single market, the government should offer a wide range 
of securities. He maintains that if there is no demand for them, as is the case in 
an underdeveloped country, then the basic function of debt management policies 
is to create their demand. 

However, the success of debt management, as an instrument of monetary 
policy, would depend upon the existence of well-developed money and capital 
markets in which wide range of securities exist both for short and long periods. 
To the extent these factors are absent, debt management becomes an Herculean 
task in an underdeveloped country. 

4. Proper Adjustment Between Demand for and Supply of Money. Monetary 
policy is an important instrument in bringing about a proper adjustment between 

•J.D. Sethi, op. clt., pp. 94-97. 

*Ibld., pp. 106-107. 
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demand for and supply of money. An imbalance between the two will be reflected 
in the price level. A shortage of money supply will inhibit growth while an excess 
of it will lead to inflation. As the economy develops, the demand for money is 
likely to go up due to gradual monetization of the non-monetized sector, the 
increase in agricultural and industrial production and prices. The demand for 
money for transaction and speculative motives will also rise. So the increase in 
money supply will have to be more than proportionate to the increase inthedemand 
for money in order to avoid inflation. There is. however, the likelihood of increased 
money supply being used for speculative purposes, thereby inhibiting growth and 
causing inflation. The monetary authorities should control the uses of money and 
credit by an appropriate monetary policy and control speculative activities 
through direct physical controls. Thus in an underdeveloped economy, the supply 
of money and credit should be controlled in such a way that the price level is 
prevented from risiog without affecting investment and production adversely. 

5. Credit Control. Monetary policy should also aim at controlling credit in 
order to influence the patterns of investment and production in a developing 
economy. Its main objective is to control inflationary pressures arising in the 
process of development. This requires the use of both quantitative and qualitative 
methods of credit control. 

Open market operations are not successful in controlling inflation in under¬ 
developed countries. The success of open market operations depends on: (a) the 
existence of a well organised bill market; ( b) the maintenance of fixed cash reserve 
ratios by the commercial banks; and (c) the absence of rediscounting facilities 
from the central bank. But these factors do not operate in such economies. The 
bill market is small and undeveloped. Commercial banks keep an elastic cash 
ratio because the central bank’s control over them is not complete. They are also 

reluctant to invest in government securities due to their relatively low interest 

rates. Moreover, instead of investing in goverment securities, they prefer to keep 
their reserves in liquid form such as gold, foreign exchange and cash. Only the 
last condition is operative because commercial banks are not in the habit of 
rediscounting or borrowing from the central bank. 

In underdeveloped countries, the bank rate policy is also not so effective due to 
the lack of bills of discount and the habit of the commercial banks to keep large 
cash reserves. Where the central bank is more powerful, it is able to influence the 
market rates by appropriate changes in the bank rate. 

The use of the variable reserve ratio as a method of credit control is more 
effective than the open market operations and the bank rate policy. Commercial 
banks are able to create more credit in underdeveloped countries as they keep 
large cash reserves. The central bank can check this expansion by raising the 
compulsory reserve ratio. 

The qualitative credit control measures are, however, more effective than the 
quantitative measures in influencing the allocation of credit, and thereby the 
pattern of investment. In underdeveloped countries, there is a strong tendency 
to invest in gold, jewellery, inventories, real estate, etc., instead of in alternative 
productive channels available in agriculture, mining, plantations and industry. 
The selective credit controls are more appropriate for controlling and limiting 
credit facilities for such unproductive purposes. They are beneficial in controlling 
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speculative activities in foodgrains and raw materials. They prove more useful 

la controlling 'sectional inflations 1 in the economy. They curtail the demand for 

imports by making it obligatory on importers to deposit in advance an amount 

equal to the value of foreign currency. This has also the effect of reducing the 

reserves of the banks in so far as their deposits are transferred to the central bank 
In the process. The selective credit control measures may take the form of chang¬ 
ing the margin requirements against certain types of collateral, the regulation of 

consumer credit and the rationing of credit. 

Of the various quantitative and qualitative methods of credit control, the latter 
are more effective than the former. But reliance on any one method would not 
suffice Therefore, "along with the qualitative methods oj credit control not only 
such methods as: (a) direct control of plant and equipment; (6) control of capital 
issues; (c) discriminatory taxes; and (d) control over imports and exports etc., 
will have to be instituted, but direct physical controls over commodity markets 
will have to be brought into to make the general control policy a success. 7 
Conclusion. To conclude with Dr Baijit Singh, "Development of banking 
facilities and savings institutions, reorganization of agricultural and industrial 
credit, integration and improvement of the money market, growth of a sound 
central banking, closing of free markets in gold and sUver, replacement of hoards 
and above all currency reforms are urgenUy needed. It is only after these deficien¬ 
cies are made good that the monetary apparatus of economically backward 
countries can prove effective in aiding construction and development. If a country 
fails in this task it would either go slow, even stagnate or be compelled to switch 
over its economic system to over all planning and reallocation of resources 
through direct State control.’ B 


T Op. clt. % p. 102, Italics mine. 

•Baijit Singh, Federal Finance and Underdeveloped Economy , p. 70. 



Chapter 37 

FISCAL POLICY IN ECONOMIC DEVELOPMENT 


Nature 

F ISCAL policy means the use of taxation, public borrowing, and public 
expenditure by government for purposes of ‘stabilization’ or ‘development.’ 
The use of fiscal policy for the purpose of promoting economic development is 
of recent origin. The Keynesian analysis of fiscal policy is applicable to advanced 
economies. The role of fiscal policy in advanced economies is to stabilize the rate 
of growth. In the context of an underdeveloped economy, the role of fiscal policy 
is to accelerate the rate of capital formation. It is designed as an instrument of 
economic development. In the Keynesian analysis, fiscal measures are used to 
reduce savings and raise the propensity to consume. But an underdeveloped 
country is confronted with a different problem altogether. In such an economy 
the propensity to save is extremely low and the propensity to coosume is very 
high. What is required is a curb on the propensity to consume in order to raise 
the propensity to save. Thus the Keynesian analysis has little relevance to under¬ 
developed economies. As Nurkse puts it, “There is no doubt that Keynes’ 
General Theory has a bias against saving and in favour of spending. .. but one 
that is pernicious when transplanted to the conditions in which the under¬ 
developed countries find themselves." 1 

Importance 

Fiscal policy plays a dynamic role in underdeveloped countries. In fact, an 
extensive use of fiscal policy is indispensable for economic development. Fiscal 
policy, in the words of Nurkse, “assumes a new significance in the face of the 
problem of capital formation in underdeveloped countries." 2 The per capita 
incomes and savings are extremely low in such countries. The few rich indulge in 
conspicuous consumption. A considerable portion of savings is dissipated in 
unproductive channels—in real estates, hoardings, jewellery, gold, speculation, 
etc. Fiscal policy diverts all these into productive channels. 

Nurkse regards the country’s incremental saving ratio—the marginal propen¬ 
sity to save—as the crucial determinant of growth. 3 The incremental saving ratio 
can be raised by government expenditure in creating social and economic over¬ 
heads, banking and credit institutions and in establishing new industries. They 
will help raise employment output and income levels in the country. Since the flow 
of voluntary savings is meagre in underdeveloped economics taxation is the most 
useful instrument for forced savings. Taxation effectively curtails conspicuous 

*R. Nurkse, op. cli ., p. 148. 

•Ibid., p. 143. 

• Ibid . 
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consumption and other wasteful expenditure of the richer classes. Thus taxation 
is an important and useful fiscal instrument for reducing private consumption, 
and transferring idle resources for capital formation by the government. As the 
UN Report on Taxes and Fiscal Policy says, "Fiscal policy is assigned the central 
task of wresting from the pitifully low output of underdeveloped countries sufficient 
savings to finance economic development programmes and to set the stage for 
more vigorous public investment activity.*’ 4 

In an underdeveloped country where monetary policy alone is ineffective due 
to the existence of underdeveloped money and capital markets, fiscal policy can 
be used as an important adjunct to monetary policy in accelerating the rate of 
capital formation. 

Fiscal policy also plays a significant role in the development plans of under¬ 
developed countries. Under planning, a balance has to be achieved both in real 
and money terms. In other words, a physical plan has to be matched by a finan¬ 
cial plan. "The implementation of the financial plan and the achievement of 
balances in real and money terms obviously will have to rely largely on fiscal 
measures.’’ 5 

Objectives of Fiscal Policy 

Fiscal policy as a means of promoting economic development aims at achieving 
the following objectives: 6 

1. To Increase the Rate of Investment. Fiscal policy aims at the promotion and 
acceleration of the rate of investment in the private and public sectors of the 
economy. This can be achieved by checking actual and potential consumption 
and by raising the incremental saving ratio. Fiscal policy should also be used to 
encourage some and discourage other forms of investment. In order to raise the 
rate of investment, government should, in the first instance, undertake a policy 
of planned investment in the public sector. This will have the effect of increasing 
the volume of investment in the private sector. But the main problem in an 
underdeveloped country is to find out adequate financial resources for investment 
purposes in the absence of sufficient voluntary savings. Measures aimed at curtail¬ 
ing conspicuous consumption and investment in unproductive channels can make 
available some resources. Due to the non-availability of enough foreign capital, 
both private and public, the remedy is to raise thfe ’incremental saving ratio, the 
marginal propensity to save—through public finance, taxation and forced loans.’ 7 


k Op. cit., p. 3, Italics mine. 

‘Raja J. Chelliah, Fiscal Policy In Underdeveloped Countries, p. 23. Italics mine. 

•The UN, Report on ‘ Methods of Financing Economic Development In Underdeveloped 
Countries' (p. 15) mentions the following four objectives of Fiscal Policy in the context of 
underdeveloped countries; 

‘To correct excessive or harmful inequalities in the distribution of income and wealth and in 
doing so to expand internal markets and reduce unessential imports. 

To counteract inflation which might result from economic development. 

To provide incentives for desirable types of development projects and thus help to steer 
development into desirable directions. 

To increase the total volume of savings available for economic development.* 

’Nurkse, op. cit., pp. 142-143. 
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Dr R.N. Tripathy 8 suggested six qiethods which the government may adopt in 

order to raise the incremental saving ratio for the mobilisation of the requisite 

volume of developmental finance. They are: (/) direct physical controls; (it) 
increase in the rates of existing taxes; (ill) imposition of new taxes; (iv) surplus 
from public enterprises; (v) public borrowing of a non-inflationary nature; and 
(v/) deficit financing. 

Direct physical controls are most effective in curtailing consumption and 
unproductive investment. Though they are difficult to administer in an under¬ 
developed country, direct physical controls are a necessary adjunct to fiscal 
policy. Imposition of new taxes and increase in the rates of existing taxes on a 
progressive scale are also essential. Measures which curtail consumption include 
steeply progressive income taxes, luxury import restrictions, high duty on luxury 

imports, ban on the manufacture of luxury and semi-luxury goods at home or 

restricting their use by licensing or by imposing heavy excise duties. In order to 
restrict the use of savings in unproductive investment, high progressive taxes on 
windfalls, on unearned incomes, on capital gains, on expenditure and real estates, 
etc., should be levied. Surpluses from public enterprises can accrue if they are 
run efficiently. But due to their high cost of operation in the initial stages, they 
do not lead to surpluses. Moreover, there are not many public enterprises to 
warrant enough surpluses in such economies. 

We may also add to Dr Tripathy’s suggestions the inflow of external assistance 
to fill the deficiency of domestic savings. External assistance should be directed 
in those channels where private enterprise is not forthcoming. It should also be 
used to develop private enterprise itself. Besides, “fiscal policy in the shape of 
fiscal concessions such as investment and depreciation allowances, provision of 

finance and foreign exchange, tax holiday, development rebates, subsidies, etc, 

can contribute materially to the growth of investment in the private sector of the 

“of 0 »U the methods, therefore, taxation is the most effective instrument of 
forced savings. Deficit financing in underdeveloped countries is always inflationary 
due to the lack of complementary resources. Borrowing from the public does not 
bring enough money to the exchequer in the absence of a properly developed 
capital market. Further, it is likely to raise interest rates thus affecting investment 

Encourage Socially Optimal Investment. Fiscal policy should encourage 

the flow of investment into those channels which are considered socially desir- 

able. This relates to the optimum pattern of investment and it is the responsibility 
of the State to promote investment in social and economic overheads. Investment 
in transport, communications, river and power development, and soil conservation 
fall under economic overheads. While investment in education, public health and 
technical training facilities come under social overheads. These two categories of 
investments lead to external economies. They tend to widen the market, raise 
productivity, and reduce the cost of production. 

Moreover, the creation of overhead capital is in keeping with the criterion of 


•Public Finance In Underdeveloped Countries, p. 56. 
•/bid., p. 51. 



286 THB ECONOMICS OF DEVELOPMENT AND PLANNING 

locial marginal productivity. It creates external economies and thereby raises the 
marginal productivity of private investment. Thus private investment in useful 
and productive channels is encouraged. 

But such investments requiring large funds cannot come from private enter¬ 
prise which is. lacking in initiative and capital. Moreover, returns on them cannot 
be expected to be either quick or direct. Therefore, it is the duty of the State to 
bear the burdenof expenditure onsocial and economic overheads that will go a 
long way in accelerating the rate of capital formation. 

3. To Increase Employment Opportunities. Fiscal policy should aim at increas¬ 
ing employment opportunities and reducing unemployment and underemploy¬ 
ment. For this, the State expenditure should be directed towards providing social 
and economic overheads. Such expenditures create more employment and 
increase the productive efficiency of the economy in the long-run. In underdeve¬ 
loped countries with a larger base of rural population, the State should under¬ 
take local public works of community development involving more labour and 

less capital per head. Besides undertaking the establishment of public enterprises, 
the government should also encourage private enterprise through tax holidays, 
concessions, cheap loans, subsidies, etc. In the rural areas, efforts should be made 
to encourage domestic industries by providing training, finance, and machines 
connected with them. Expenditure on all these short-term and long-term measures 
will go a long way not only in eradicating unemployment and underdevelopment 
but also in increasing employment opportunities. 

In fact, public money will go waste if the growth rate of labour force is not 
checked along with the above measures. Since in underdeveloped countries popu¬ 
lation grows at a very fast rate, the objective of increasing employment is closely 
linked to that of stabilising the growth rate of population. Rapid economic deve¬ 
lopment is only possible if the rate of increase in employment opportunities and 
hence in income is much higher than the growth rate of population. Fiscal policy 
should, therefore, provide more social amenities with a greater emphasis on 
family planning. Unless population is controlled, the objective of increasing 
employment opportunities cannot be fulfilled. 

4 To Promote Economic Stability in the Face of International Instability. 
Fiscal policy should promote the maintenance of reasonable economic stability 
in the face of short-run international cyclical fluctuations. An underdeveloped 
country is prone to the effects of international cyclical fluctuations due to the 
very nature of its economy. It mainly exports primary products and imports 
manufactured articles and capital goods. In the event of a fall in the prices of 
agricultural and mineral products in the world market, the terms of trade become 
adverse, foreign exchange earnings decline and national income falls. Due to the 
inelastic nature of the supply of agricultural and mineral products, an under¬ 
developed country cannot take advantage of increasing its exports when their 
prices fall. Similarly, it is unable to take advantage of a boom in the world 
market. An improvement in the terms of trade is not accompanied by an increase 
in output and employment. On the contrary, increased export earnings are dis¬ 
sipated in conspicuous consumption, real estate, speculation, etc. They also lea 
to inflationary pressures in the economy. 

Fiscal policy plays a crucial role in maintaining economic stability in the face 
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increase national income and redistribute it in such a manner that the extreme 
inequalities of income and wealth are reduced in the economy. The importance 
of removing these inequalities of income and wealth can hardly be exaggerated. 
Extreme inequalities of income and wealth create social cleavages, lead to econo¬ 
mic and political instability, and stand in the way of economic development. 
On the one hand, the few rich roll in wealth and misuse their income on cons¬ 
picuous consumption and inventories, real estate, gold, foreign exchange, specu¬ 
lation, etc., while on the other hand, the masses groan under abject poverty and 
misery. The aim of fiscal policy is to remove these extreme inequalities and direct 
these misdirected and misused resources into productive channels for economic 
development. 

The redistributive role of fiscal policy consists in increasing the real income of 
the masses and reducing higher income levels. Direct government investment in 
social and economic overheads tends to increase the volume of output, employ¬ 
ment and real income in an underdeveloped economy. The economic position 
of the masses improve and their standard of living rises. This policy would be 
all the more effective in raising living standard and reducing disparities in income 
if the government launches upon a programme of balanced regional development 
of the different sectors of the economy. 

In order to reduce higher income levels, fiscal policy should include a highly 
progressive and broad-based tax structure. Such a tax structure comprises taxa¬ 
tion of incomes, wealth, expenditure and estates, etc. It should also include a stiff 
taxation of articles of conspicuous consumption. But in the interest of economic 
growth, a redistributive tax policy should not impinge on entrepreneurial incomes 
and thus sap whatever little incentive to entrepreneurial activity is to be found in 
an underdeveloped country. A more formidable problem is one of implemen¬ 
tation and collection of the various direct taxes. Political pressures, lack of tax 
morality and the absence of an efficient and honest administration prevent fiscal 
policy from being an effective instrument of income redistribution in such 
countries. We should not, however, forget that ooc of the important objectives 
of fiscal policy is not only to redistribute income but also to increase national 
income. The latter is dependent on the former. Fiscal policy alone is insufficient 
to achieve these twin objectives fully due to the lack of a proper atmosphere and 
machinery to enforce and collect the various taxes in an underdeveloped country. 
As Nurkse reminds us: “Not a change in the inter-personal income distribution 
but an increase in the proportion of national income devoted to capital forma¬ 
tion is the primary aim of public finance in the context of economic develop¬ 
ment.“ ,0 

The success of fiscal policy in achieving these objectives depends on: (a) the 
amount of public revenue that it can raise, and ( b) the amount and direction of 
public expenditure. The important fiscal means by which resources can be raised 
by the government are a budget surplus, taxation, and borrowing from the public 
and banks. These means should be used in such a way that they lead to economic 
growth and stability. 


,0 R. Nurkse, op. clt., p. 147. 
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Taxation as the Most Effective Instrument of Fiscal Policy 
Of all the means, taxation is perhaps the most effective instrument of fiscal 
policy. A budget surplus may be achieved through higher prices and tax rates. 
Borrowing from the public is likely to raise interest rales thereby affecting 
investment adversely. While obtaining funds from the bank will tend to raise 
prices and divert resources. The actual efficacy of fiscal policy will thus depend 
on the country’s taxation structure. “The importance of taxation is that the state 
enforces an act of saviogs, whereas the act of investment can be public, private, 
or a mixed institutional arrangement.*’ 11 As the Economic Bulletin for Asia and 
the Far East states: “Taxation, therefore remains as the only effective financial 
instrument for rcduciog private consumption and investment, and transferring 
resources to the government for economic development.’' 1 * For the purpose of 
promoting a country’s economic development, taxation may be used to achiev 
the following objectives: (/) To put a curb on consumption and thus transfer 
resources from consumption to investment: ( it) to increase the incentives to save 
and invest; (Hi) to transfer resources from the hands of the public to the hands 
of the government in order to make public investment possible; (iv) to modify 
the paitern of investment; (v) to reduce economic inequalities; and above all, 
(vl) to mobilise economic surplus. 1 * 

Importance of Taxation. We may discuss the role of taxation in economic 

development in the light of these objectives: f 

(/) Taxation is the most important instrument io curbiog the increased demand 
for consumer goods generated by the development process. As individual incomes 
increase wiih development, they tend to raise the demand for consumer goods. 
Direct taxes curtail consumption by taking away a part of increased incomes of 
the higher income groups; while indirect taxes on essential commodities and 
non-essential luxury and semi-luxury articles reduce the consumption power of 
the low income groups as well. Thus the government is able to transfer resources 
through taxation from private consumption to public investment. Moreover, it is 
also through taxation that the State is in a position to control inflationary 
pressures within the economy. By draining off a part of increased incomes, taxes 
tend to bring down the total demand so as to match the available supply of 
consumer goods. Since the marginal propensity to .mport is high in such econo¬ 
mies, it is necessary for the state to watch that the increased incomes do not lead 

,o increased imports and thus create balance of payments difficulties. Import 

duties levied to check imports may bring greater pressure on domestic supplies of 
consumer goods, and accentuate inflationary tendencies. It, therefore, requires a 
careful and integrated choice of taxes to check inflationary pressures and bring 

stability in the economic system. . 

///, Taxation should not merely aim at obtaining larger revenue bu should also 

act as an incentive to save and invest. Highly progressive direct taxes for raising 
more finance for public consumption and investment expenditure adversely afTect 
the incentives to save and invest. Similarly. too many indirect taxes discourage 


‘•Meier and Baldwin, op eir., p.386. 
“Quoted in Raja J. Chelliah, op. clt.. p. 55. 
l% lbid., p. 53. 
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private saving. Therefore, taxation should not be regressive in nature. Direct taxes 
should be so levied that while taking away a portion of the increased incomes, 
they leave enough for those who save to invest. In this respect, property tax 
and expenditure tax are better than income tax. The former curtail consumption 
while a high income tax discourages saving and investment. Fiscal concessions, 
such as investment and depreciation allowances, tax holiday, tax rebates, etc., 
should be provided as an incentive to investment. Similarly, indirect taxes should 
curb conspicuous consumption and be not so heavy as to raise the prices of 
articles to such an extent that their production is affected adversely. Thus taxation- 
should provide sufficient incentives to private saving and investment. 

(//A In an underdeveloped country, taxes are the most efficient way of trans¬ 
ferring resources to the government for their more productive utilisation. In 
order to break the vicious circle of low income, low saving and low investment 
in such economies, public investment is required to be stepped up. Private enter¬ 
prise is confined to small businesses and a few selected large enterprises produ¬ 
cing consumer goods. Tney do not generate enough savings to be utilised for 
reinvestment. Moreover, the tendency is to invest these business savings in un¬ 
productive channels, such as in gold, real estates, speculative activities, etc. By 
levying taxes on income, land, property, expenditure, profits, wealth, etc., the 
government can siphon off increased incomes to the treasury for their proper 
utilisation through public investment. Thus taxation helps in transferring resources 
from unproductive to productive channels via public investment. 

(ft) Taxation should modify the pattern of investment »n the economy. We 
have seen above that one of the functions of taxation in underdeveloped countries 
is to transfer resources from the private sector to the public sector. But this 
docs not mean that taxation is aimed at supplanting private investment. Rather, 
taxation should encourage and redirect private investment into more productive 
channels. The government should provide sufficient incentives to private enter¬ 
prise in the form of development rebate, tax holiday, accelerated depreciation 

allowance, etc., so that manufacturing industries are started and expanded within 
the economy. This will lead to larger profits which can be ploughed back for 
investment. Taxes should be such as not to reduce the volume of rcinvestable 
funds. On the other hand, tax financed public investment should be directed 
towards the creation of social and economic overheads like education, health, 
transport, power, and other services. Thus taxation should aim at encouraging 
and strengthening private investment along with public investment. 

(v) One of the important objectives of taxation is to reduce the gap between 
the incomes of the rich and the poor. Reduction of inequalities of income and 
wealth require separate measures. Highly progressive taxation of total income 
tends to reduce the consumption and accumulation of wealth of the rich. But 
such a policy may adversely affect productive investment. So when a highly 
progressive income tax is levied on individuals and corporations, it should be 
accompanied by certain exemptions in order to lessen the effects of taxation on 
business investments. To reduce the concentration of wealth in the hands of the 
few rich and inequalities of wealth, progressive taxation of gifts, inheritances, r.nd 
wealth is suggested. Such taxes should be so levied that they do not lead to dis¬ 
saving on the part of the tax payers. As observed by Professor Kaldor, “In most 
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underdeveloped countries, where extreme poverty co-exists with greater inequality 
in wealth and consumption, progressive taxation is, in the end, the only alter¬ 
native to complete expropriation through violent revolution. It is the only alter¬ 
native instrument for curbing the power of wealth, for mobilising resources fo*- 
developing and for loosening the paralysing hold of traditional, social and 
economic relationship/* Thus progressive taxation is essential for removing in¬ 
equalities of income and wealth. 

(v/) Taxation should mobilise economic surplus for development and conti¬ 
nually enlarge its size. According to Professor Chelliah, in underdeveloped 
countries agriculture contributes more than half ihe national output and a major 
part of it goes to the landlords, merchants and intermediaries This is economic 
surplus which is the difference between actual current output and actual current 
consumption. Such surplus may also exist in other sectors of the economy. It 
is essential that in the early stages of development a large part of the surplus be 
mobilised into productive channels. In such economies the landlords, merchants 
and intermediaries are in the habit of investing this surplus in unproductive 
channels like gold, jewellery, real estates, speculative activities and conspicuous 
consumption. Therefore, the government should mobilise this surplus through 

increased land tax, agricultural income tax and special assessments like be:fer¬ 
ment levies for financing such development projects as irrigation works. Hood 
control system, improved agricultural services, etc. The latter also help in enlarg¬ 
ing the size of economic surplus by increasing agricultural productivity and output. 
As pointed out by Professor Kaldor, “The taxation of agriculture by one means 
or another has a typical role to play in the acceleration of economic development. 
These objectives of taxation are in keeping with the broader objectives of 

fiscal policy enumerated in the preceding pages. The problem, however, is to 

build a taxation structure that is conducive to the attainment of these objectives. 
In an underdeveloped country the taxation base is narrow. So in makiog a choice 
among the various types and kinds of taxes the state has to take into considera¬ 
tion besides the above objectives, such matters as the country’s taxable capacity, 
the administrative ability to enforce taxes and collect them efficiently and justly, 
and the effect of rising and increasing taxes on the social and political structure 

of the country. 


Role of Public Borrowing In Economic Development 

Borrowing from the public can be another important source of cap.tal forma¬ 
tion in underdeveloped countries. This device is better than taxat.on. Taxatton 
implies forced saving; borrowing is voluntary. The tax payer ,s never happy m 

paying a tax, for he doc. not expect to get his money back. A lender, on the 
other hand, gives his money on loan of his own accord to receive it back along 
with interest after a stipulated period. Unlike taxation borrowing does not adver¬ 
sely affect incentives to save and invest. The lure of interest ,s always there to 

increase the incentives instead. 

Public borrowing acts as an anti-inflat.onary measure by mobilizing surplus 

money in the hands of the people in a develop,og economy. A successful public 
borrowing programme can be a useful tool of economic development by divert¬ 
ing resources from unproductive channels i.t., real esta« jewellery, gold. etc., to 
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productive channels. Public borrowing is resorted to for specific development 
projects like power generation, irrigation works, roads, railways, etc. Thus it is a 
useful method of financing development projects. 

But the scope of voluntary public borrowings is limited in underdeveloped 
countries due to low levels of income, low savings and high propensity to con¬ 
sume of the masses. The few rich are not likely to be attracted by government 
loans which are not so lucrative as investment in real estates, gold, speculation, 
etc. The government is also not in a position to borrow much due to the 
absence of organized money and capital markets. The banking and financial 
institutions are very few and bonds or securities are not so popular. Lastly, popu¬ 
lar confidence may be lacking in the financial and political stability of the govern¬ 
ment. Domestic borrowing can, however, increase as development gains momen¬ 
tum whereby incomes and savings tend to rise. In the meantime, certain measures 
can be adopted to increase the extent of public borrowing by making loans more 
attractive and by tapping small savings. 

Firstly, the government should discourage savings being spent in unproductive 
channels say, gold, jewellery, real estates and on ostentatious articles. The masses 
should be encouraged to save more. This can be done by education, propaganda 
and persuasion. Secondly , there should be a net work of intermediate agencies to 
attract savings from the people. The establishment of savings banks, commercial 
banks, insurance companies, unit trusts, social security institutions, etc., can 
induce people to save more. Thirdly , a well-organized bill market should be esta¬ 
blished. There should be a variety of government bonds which would provide 
better marketability and competitive rates with private issues and through such 
special features as ready convertibility to each, acceptance of government secu¬ 
rities at par with gold for tax payment by masses. Lastly , the success of public 
borrowing programme will depend on the extent of the confidence people have 
in the political and financial stability of the government. A rising level of real 
income with no threat of inflation will go a long way in making government 
borrowing a success. 

De>pitc all these measures, if sufficient funds are not forthcoming in the form 
of voluntary loans, the government may have to resort to compulsory borrowing 
for the mobilization of resources for capital formation. Compulsory public bor¬ 
rowing is, therefore, justified in those underdeveloped countries where taxation 
and voluntary borrowing fail to bring adequate funds for development to the 
exchequer. Certain sections of the society who dissipate a larger portion of their 
income in unproductive channels or derive special benefits from particular deve¬ 
lopment projects may be forced to subscribe to government bonds. Nurkse justi¬ 
fies the use of compulsory borrowing in these words, "Since individuals are inte¬ 
rested not only in their consumption but also in the size of their asset holdings, 
there is a case for forced loans as an alternative to taxation. They may be little 
more than tax receipts and yet make a difference to the incentive to work and to 
produce as was found during the war period when the unspcndable cash reserves 
accumulated as a result of rationing thus made consumers feel much better off. 
Forced loans in place of taxation would be a method of forced saving in form as 
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well as substance.’* 14 But it is not advisable for an underdeveloped country to 
rely on this method of development finance except for specific development pro¬ 
jects and for a short period. Ultimately governments will have to depend on 
voluntary borrowing. The government of India's voluntary borrowing programme 
has been a great success. 

Role of Public Expenditure in Economic Development 

In underdeveloped countries, private enterprise is reluctant to invest in risky 
channels and where returns on capital are not quick. The few rich lack in initia¬ 
tive and enterprise and invest in gold, jewellery, real estates, speculative activities, 
etc. A small number undertakes investments in consumer goods industries, plan¬ 
tations and mines. Under the circumstances, rapid economic development is only 
possible through public expenditure. It, therefore, devolves on the state to assu¬ 
me the responsibility of creating the infrastructure needed for progress. The state 
has larger financial resources and is in a belter position to start economic and 
social overheads requiring long gestation periods. The role of public expenditure 
in economic development lies in increasing the growth rate of the economy, pro¬ 
viding more employment opportunities, raising incomes and standard of living, 
reducing inequalities of income and wealth, encouraging private initiative and 
enterprise, and bringing about regional balance in the economy. 

Public expenditure on the esiabli'hment of heavy and basic goods industries 
in the initial periods increases the growth rate of the economy. But investment 
in the capital goods sector may increase production in the long run. Therefore, 
public expenditure should also be directed towards meeting the immediate needs 
of the economy. Such a pat'ern of public investment is essential to secure a 
balance between the demand and supply of goods in order to prevent inflationary 
tendencies. Public expenditure should, therefore, be directed towards increasing 
agricultural productivity to meet the growing demand for goods and raw mate¬ 
rials, and increasing the supply of consumer goods by encouraging the establish¬ 
ment and expansion of the small industries sector which may also provide suffi¬ 
cient employment opportunities. The growth rate of the economy can be increas¬ 
ed only when public expenditure fulfils the short-term and long-term objectives 
of the development plan. 

Public expenditure on economic and social overheads provides larger employ¬ 
ment opportunities, raises incomes and, above all, the productive capacity of the 
economy. When the state starts public works like the construction of roads, rail¬ 
ways, power projects, canals, etc., it gives employment to millions of unemployed 
people in underdeveloped countries. The provision for such services helps to 
iacrease production, trade and commerce. Public expenditure on social overheads 
like education, public health, cheap housing, etc., makes the people healthier and 
efficient. It is the state which can create the “critical skills" needed for rapid 
development by investing in human capital. 

Public expenditure also helps in improving the allocation of resources toward 
desired channels. In order to remove scarcities of food products during stringen- 


*• Op. cit., p. 146. 
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cies, the state opens fair price shops and may even subsidise food for the working 
classes to maintain their health and efficiency. It may fix minimum prices for 
foodgrains, and through state trading and creation of buffer stocks encourage 
farmers to produce more. To increase the production of certain essential commo- 
dities and to end private monopoly in various spheres of production, the state 
may start public enterprises. It may also nationalize banks and public utility 
services in order to provide cheap and more efficient facilities to the people. 
Public expenditure can thus spread to all spheres of economic activities. 

Underdeveloped countries are characterized by extreme inequalities of income 
and wealth. Public expenditure tends to lessen them. Expenditure on education, 
public health and medical facilities helps in human capital formation. As a result, 
the earning power of the working population is enhanced. As economic develop¬ 
ment proceeds rapidly through rising public expenditure, the barriers to upward 
mobility are removed. Occupations expand and spread, providing more jobs to 
the people, and with the acquisition of skills, the level of wages tends to rise 
within the economy. Moreover, industrialization tends to increase the share of 
wages and decrease the share of profits in national income in the long run, and 
the gap between higher and lower incomes is narrowed. 

Further, public expenditure helps in stimulating private enterprise through the 
establishment of state-owned financial and banking institutions to provide cheap 
credit, such as the Industrial Finance Corporation of India, the Industrial Deve¬ 
lopment Bank of India, State Financial Corporations, the State Bank of India, 
etc. Public expenditure also encourages the agricultural and industrial sectors of 
the economy by means of grams, subsidies, the exemptions, etc. Moreover, when 
the state spends on the creation of economic and social overheads like power, 
transport, education, etc., they pave the way for the establishment and expansion 
of the private sector. The creation of the infrastructure leads to external econo¬ 
mies that are reaped by the private sector. 

Last but not the least, public expenditure helps bring about regional balance 
in the economy. If things were left to market forces, commerce, banking, indus¬ 
tries and almost all the main activities would be localised in a few selected regions, 
and the rest cf the economy may be in a state of perpetual backwardness. As a 
matter of fact, economic development in India under the British rule was confin¬ 
ed to a few regions like Maharashtra, and cities like Bombay, Calcutta, Madras, 
Kanpur, Ahmedabad. It is only through planned public expenditure that less 
developed areas can be developed by starting certain projects like the building of 
a dam, digging a canal, and starting some new industry there. The setting up of 
steel plants at Bhillai, Bokaro, Durg.ipur, Rourkela, the heavy electrical plants 
at Bhopal and Hardwar, and about eighty other public sector undertakings in 
the backward areas of the country are intended to bring about balanced econo¬ 
mic development. Thus public expenditure is one of the important instruments 
for accelerating development in underdeveloped countries. 



Chapter 38 


DEFICIT FINANCING AS AN INSTRUMENT OF 
ECONOMIC DEVELOPMENT 


MEANING 

rpHE phrase “deficit financing' is used to mean any public expenditure that is 
■l in excess of current public revenues. In advanced countries, deficit finan 
cing is used “to describe the financing of a deliberately created 
public revenue and public expenditure or a budgetary deficit, the method of 
financing being borrowing of a type that results in a net addl " on ,o na ’'° n 
.1 exnenditurc.” 1 Thus government expenditure financed by 

iieA deficit financing. Another method 

usually followed is deficit financing by “created money." ^ fi “ nc,n *‘ 

o £ 

savings are at vc y ^ incomc will be retarde I. Savings will remain 

l" and ,0 ill invesiment. Daficil ™ *• ‘ 

a; i sus sissr—nsr-'JS - - - 

rnav be It is only in the former case that investment outlay involves deficit 
financing." 2 According to the Indian Planning Commission, ^he term deficit 
financing is used to denote the direct addition to gross national expenditure 
through budget deficits, whether the deficits are on revenue or on capital accoun ^ 
The essence of such a policy lies in government spending in excess of the revenue 
it receives in the shape of taxes, earnings of state enterprises, loans from th 
public, deposits and funds, and other miscellaneous sources. The governme 
may cover the deficit either by running down its accumulated balances or by 

borrowing from the banking system (mainly from the central bankofthe country 

and thus treating' money).”* Thus deficit financing includes: (a) withdrawal of 
past 'accumulated cash balances by the government, (fi) borrowing from the 


‘V.K.R.V. Rao, Essays In Economic Development, p. 105. 
'Ibid., p. 107. 

•GOI. The First Five Year Plan, pp. 59-60. 
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central bank, and (c) issuing of new currency by the government. In India, these 
methods are in use. 

Role of Deficit Financing 4 

Deficit financing is the most useful method of promoting economic develop¬ 
ment in underdeveloped countries. The nature of an underdeveloped economy is 
such that sufficient private investment is not forthcoming due to various social, 
economic and institutional factors. Therefore, the responsibility of augmenting 
the rate of net investment in the economy devolves on the government. On account 
of the lack of sufficient resources to finance public investment, governments have 
to resort to the method of deficit financing. 

Deficit financing may be used for the development of economic and social 
overheads such as construction of roads, railways, power projects, schools, hos¬ 
pitals, etc. By providing socially useful capital, deficit financing is able to break 
bottlenecks and structural rigidities and thereby increases productivity. More¬ 
over, the fiscal apparatus in underdeveloped countries is neither efficient nor can 
it be easily made so to enforce the required savings needed for capital formation. 

Further, deficit financing by increasing money incomes augments community 
savings. It is an effective instrument of forced saving. When the government 
resorts to deficit financing, it takes away real resources from the people. The 
transfer of resources takes place in a concealed manner when the government 
buys goods and services for its own use. There being a shortage of real resources 
in an underdeveloped country, little is left to be used by the people who are 
forced to save more. Moreover, deficit spending by the state on development 
projects leads to increased employment, output and income. The increased in¬ 
comes tend to raise the demand for consumers goods which lead to the rise in 
prices due to deficient supplies. This process leads to inflation. In such a situa¬ 
tion, a part of the increased incomes can be taken away through taxation by the 
government. It is another way of forced savings which can be utilised for capital 
formation. 

However ‘‘some price rises may well occur in an economy trying to increase 
its real capital and improve its technique of production. A moderate, though 
not continuous, rise of prices is likely to have beneficial effects on the process of 
development itself; it may, for instance, provide greater incentives to and sources 
of finance for greater private investment. The important point is to see whether 
a general and sustained price increase is taking place causing a perceptible and 
continuous depreciation in the value of money.’ 5 

The rationale of deficit financing is that it tends to raise the income of the 
entrepreneurial class which has a high propensity to save. During inflationary 
periods, wages and other fixed costs do not rise to the same extent as the rise in 
prices. This tends to raise profits which are used for higher investment and 
capital formation. At the same time, inflation tends to reduce the real income 
of the fixed incomists and thereby their propensity to save. But the loss in the 


‘This and the next section also relate to the problems of Inflation and Economic Develop¬ 
ment. 

'S.K. Ghosh. Deficit Financing for Development and Inflationary Pressure, p. 2. 
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propensity to save of the fixed incomists is compensated more than proportio¬ 
nately by the rise in the propensity to save of the variable incomists. “Given such 
differential marginal propensities to save, each inflation-induced redistribution 
of real income would increase the average propensity to save and the rate of 
growth of productive capacity for the whole economy.*’® Deficit financing thus 
combines in itself both the fiscal and monetary policies. It acts as a fiscal mea¬ 
sure when inflation operates as an engine of forced saving through taxation. It 
is a monetary measure when it creates new money through a deficit budget. 

Deficit financing is always expansionary in its effects. As development gains 
momentum, the rate of investment in the economy is accelerated which requires 
additional doses of the quantity of money at every stage: (a) With a continuous 
increase in investment the total physical product is likely to be higher than be¬ 
fore thereby necessitating a corresponding increase in supply of money for tran¬ 
saction purposes. ( b) As the economy develops, the non-raonetised sector is 
gradually transformed into the monetised sector, leading to an increase in the 
demand for money, (c) A process of continuous economic development leads to 
rise in incomes thus increasing the demand for cash balances on the part of the 
people, (d) In the event of an import surplus due to increasing foreign aid, the 
demand for money is likely to be still greater. It is through deficit financing that 
the government can meet the increasing demand for money in all these cases. 
Thus a policy of deficit financing is an important and most fruitful instrument 
for capital formation in underdeveloped countries. 

Its Adverse Effects 

Deficit financing as a tool of economic development is, however, not an un¬ 
mixed blessing. It has its dangers. The dangers are inherent in its inflationary 
potential. When deficit financing merges into inflationary finance, it defeats its 
own purpose. A continuing rise in prices is a dangerous way of promoting eco¬ 
nomic development. Inflation is not only economically but also socially undesir¬ 
able as a method of financing development, that is why, it is the most dreaded 
method of accelerating the rate of economic growth. When the government invests 
the newly created money on capital projects, incomes of the people engaged in 
these projects and related services increase, and with that their high propensity 
to consume is further intensified. The existence of various market imperfections, 
of the little excess capacity in plant and equipment, and of low elasticities of food 
supplies stand in the way of increasing the supply of consumer goods in propor¬ 
tion to the expansion in money supply. All these factors tend to raise the prices 
of consumer goods and if they are not checked in time, they spread over the 
entire economy. Dr Rao assigns four reasons as to why “the danger of the initial 
rise in prices taking on the character of inflation is greater in the case of deficit 
financing by government: (/) Expansion of currency brings with it the possibility 
of a greater expansion of money supply through the expansion of credit; 
(//) Absence of direct return, i.e., absence of supplies of goods and services 
resulting from the outlay and saleable by government to the public, lessens the 
possibility of mopping up the additional incomes created by additional outlay; 


'K. Kurihara, op. cit., p. 150. 
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(ill) Absence of saleable securities against which the government outlay is under¬ 
taken, lessens the chances of mopping up additional income created by the addi¬ 
tional outlay; (/v) Great possibility of waste and failure to promote greater pro¬ 
ductivity associated with government investment in the absence of an excep¬ 
tionally competent and honest standard of public administration leads to a failure 
of output to rise and compensate the additional purchasing power created by 
the additional outlay. Because of these reasons, deficit financing by government 
has always been looked upon as containing inflationary possibilities even when 
it is undertaken for development.** 7 

Underdeveloped countries are characterized by market imperfections. There is 
immobility of resources which leads to low elasticities of supplies. Such economies 
also lack large volume of fresh resources the demand for which is created by 
increased government spending. Moreover, resources being immobile create 
shortages in particular industries, sectors or regions. All these factors create more 
shortages in supplies in relation to a high demand, thereby leading to inflationary 
rise in prices. 

When incomes increase as a result of deficit spending, they tend to increase 
the demand for food products. In underdeveloped countries the elasticity of 
demand for food being as high as 0.8, the expenditure on food increases more 
than proportionately to the rise in the incomes of the people. Since the supply 
of food does not increase much due to low level of agricultural productivity, the 
prices of food articles rise and spread to the entire economy. 

If the newly created money is used to finance quick-yielding projects which 
tend to increase output within a short period there is little price rise. Similarly, if 
it is used for producing consumer goods, deficit financing will not be inflationary 
as the supply of consumer goods will increase to match the increased purchasing 
power in the hands of the people. On the contrary, the use of created money for 
financing long-term projects and for creating capital goods is bound to be 
inflationary, for such schemes require larger dose of investment and a longer 
gestation period. As such, output lags behind the increased money supply. 
Lewis holds the view that “inflation for the purpose of capital formation is in 
due course self-destructive. It has three stages. Prices rise sharply in the first 
stage while the capital is being created. In the second stage, the inflation may 
peter out of its own accord because the rise in prices has redistributed income in 
such a way that voluntary savings are rapidly catching up with investment. Then 
in the third stage prices fall, as the additional output of consumer goods made 
possible by the capital formation begins to reach the market. It is only the first 
stage that is dangerous and painful. 1 ' 9 Thus the period of inflation will be short 
because increased investment will lead to the production of additional goods 
and services and to increased incomes and savings which can then be taxed by 

’V.K.R.V. Rao, op. cit., p. 115. 

In a recent study Dr Rao observes, "A certain minimal rise in the price level is . .. inevi¬ 
table in any process of deliberately forcing the pace of development. The price lisc becomes 
inflationary only when every rise in the price level becomes the base for a further rise in the 
price level and the process becomes not only self-sustaining but also self-accelerating." 
Inflation and India's Economic Crisis, 1V73, Vikas. 

•W.A. Lewis, op. cit., p. 405. 
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the state. Lewis’ view that inflation for the purpose of capital formation is self- 
destroying is based on the Keynesian multiplier theory and the assumption of 
stable marginal propensity to save and consume. In other words, it depends on 
how far the people, in the underdeveloped countries, who receive the extra money 
income will continue to save and spend it in stable proportions in the face of the 
rising prices of consumer goods. According to Myint, it seems very difficult to 
believe that inflation will be self-destroying in the face of acute shortage of 
consumer goods, and of the tendency of the marginal propensity to consume to 
be near unity in underdeveloped economies. 

It is argued that inflation affects the habit of voluntary saving adversely and 
that its ability to force savings is also limited. In the face of rising prices, it is 
not possible for the people to maintain the previous rate of saving. Not only 
this, the real income of the fixed incomists, will be reduced and they will save 
less or may even dissave. An inflationary rise in prices may even cause savings 
to be directed to profitable but unproductive forms of investment such as in real 
estates, inventories, gold, jewellery, precious stones and foreign assets. They 
may also be used for speculative purposes. Hence inflation promotes that type 
of investment which is inimical to economic growth and discourages investment 
in economic infrastructure, thereby impairing the qualitative composition of 

investments. t , * , * 

Further, inflation by bringing about uncertainly in future expectations affects 

investment decisions adversely. Inflation, in its early stages, encourages entrepre¬ 
neurial activity. When prices rise, costs do not rise in the same proportion, thus 
there are higher profits. But when in the face of continuously rising prices, strong 
trade unions press for wage increases, strikes, slow-downs and general deteriora¬ 
tion in labour efficiency create uncertainty in future business expectations, and 
thus investment i. adversely afTected. Again, a continuous rise in prices leads to 
rising costs, and spiral inflation gets going in the country. If at this stage an 
attempt is made to prevent prices from rising, costs remaining the same, profits 
would fall and with them investment too. Thus ultimately inflation becomes self- 

^nflatfon as a method of forced savings gives rise to considerable social cons. 
Inflation, no doubt, helps to reduce consumption and increases savings yet from 
the social view point, it is a wasteful method of forcing savings. The loss in real 
consumption of the masses tends to be greater than the gain in total savings or 
the community. Moreover, as a result of inflation some sect.oos of the commu¬ 
nity are made belter off than the others. There is a redistribution of income in 
favour of the entrepreneurial class at the cost of the fixed incomists. This tends 
to increase disparities in income and wealth which may not lead to increased 
savins an.l investment. Entrepreneurs seldom invest in productive channels. They 
fritter away increased incomes on non-essential conspicuous consumption under 
the impact of the demonstration effect and thus decrease total private savings to 
the detriment of economic development. Professor Higgins writes that 'the 
destruction of the middle classes, impoverishment of workers and enrichment of 
speculators and blackmarketcers intensify social conflict and permit radical 
parties of right or left to take power. Underdeveloped countries prone to political 
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instability cannot afford the added burdens of hyperinflation.”* 

Inflation may retard economic development in another way. With the rise in 
the price level, the cost of development projects also rises resulting in larger doses 
of deficit financing on the part of the government. If not checked in the earlier 
stages, the rise in prices becomes cumulative. The vicious circle of more money 
chasing fewer goods develops which ultimately brings a total collapse of the 
monetary system. 

Further, severe inflation also leads to balance of payments difficulties. Since the 
marginal propensity to import is high in underdeveloped countries, rise in 
domestic incomes and prices may encourage people to import more commodities 
from abroad. But increased imports cannot be matched by increased exports 
due to lack of diversification in the economy. Efforts to restrict imports may lead 
to greater rise in prices by bringing excessive pressure on domestic supplies. A 
high price level as compared to foreign countries will also make exports dearer 
and difficult. Moreover, inflation discourages the flow of foreign investment into 
the economy.. Foreign investors are, in fact, scared away by a situation in which 
costs are constantly rising. All this implies a depletion of foreign exchange 
reserves which are important sources of developmental finance. 

To sum up, "Inflation holds particular dangers for underdeveloped countries. 
.. . Inflation encourages the speculative and unessential transactions which are 
major obstacles to economic development; discourages domestic savings as well 
as foreign investment; disrupts foreign trade relations, and lowers the general 
efficiency of productions.” 10 Thus, there is little positive relation between deficit 
financing and economic development. 

Safe Limits of Deficit Financing 

Deficit financing becomes inflationary only when it crosses the ‘safe limit.* It 
is within the limits of safety so long as it is incurred in moderate doses, the rise 
in prices is creeping and appropriate measures are taken to keep the prices under 
check. 

The question is: what is the ‘safe limit’ to deficit financing, and how to find it? 
In other words, what policy should be followed so that deficit financing leads to 
capital formation without inflationary rise in prices? 

1. Growth Rate of the Economy. The first factor which determines the ‘safe 
limit’ is the rate of growth of the economy. Deficit financing is non-inflationary 
to the extent of the growth rate of economy. For example, if the economy is 
growing at the rate of 6 per cent per annum and the supply of money in the 
economy is Rs 2,000 crores, then it can absorb Rs 120 crores annually without 
any adverse effects whatsoever. If, however, this amount is not injected into the 
economy, it will have a deflationary impact on it. Further, in a developing 
economy, a larger quantity of money than just the ‘critically minimum’ can be 
injected safely into the economy for development purposes. For instance, a 7 per 
cent increase in money supply will not be inflationary because development 


•B. Higgins, op. cit., p. 464. 

,0 UN, Methods of Financing Economic Development in Underdeveloped Countries , p. 20. 
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projects can absorb this much increase. 

2. Growth of the Monetised Sector. As already noted above, to the extent the 
non-monetised sector is transformed into the monetised sector, the additional 
supply of money is not inflationary. 

3. Increase in Loans and Taxes. Deficit financing is successful as an instrument 
of capital formation to the extent the deficit-induced additional income is mopped 
up in the form of loans and taxes. As Lewis observes, "If the government wishes 
the inflation to peter out as soon as possible, by maintaining its new higher levels 
of expenditure (in real terms), and if it cannot rely on the savers hoarding their 
savings, then it must get hold of the savings in some other way either by taxing 
them away or by offering favourable terms for government bonds. ,,,, 

4. Control over Wages and Prices. The success of deficit financing also depends 
on the extent to which prices and wages are controlled in the economy. In order 
to prevent wages from rising, prices should be controlled and there should be a 
controlled distribution of consumer goods. The policy of ‘credit-curb* and 
‘credit-regulation’ should also be followed by the central bank. 

5. Creation of Import Surplus. Deficit financing is non-inflationary to the 
extent the government is in a position to create import surplus. This can be done 
by the government buying foreign exchange from the central bank against its cash 
balances to finance imports of capital equipment, industrial raw materials and 
foodgrains, as is being done in India. 

6. Increase in Supply of Goods. Deficit financing leads to inflation when more 
money is chasing fewer goods. To the extent this gap between money-supply and 
supply of goods is bridged, deficit financing is non-inflationary. For this purpose, 
in the earlier stages of economic development, those projects should be promoted 
which have a short gestation period, and thus increase the supply of consumer 
goods quickly. 

7. Increase in Equity Capital, Undistributed Profits and Budgetary Surpluses. 
Kurihara suggests that ‘one should have concrete information or projections 
concerning the relative importance of debt and equity financing, of external and 
internal financings and of private and public savings. For inflation is known to 
react favourably on equity dividends, corporate and business profits and govern¬ 
ment tax revenues. In the overall scheme of developmental financing equity 
capital, undistributed profits and budgetary surpluses may play so preponderant 
a role as to render superfluous all apprehensions about the destructive effect of 
inflation on private saving.*’ 12 

8. Spirit of Sacrifice. The safe limit to deficit financing depends upon the 
extent to which people appreciate and undertake sacrifices involved in deficit 
financing for economic growth. As Dr Rao stresses, "I would like to emphasize the 
role of public understanding and public cooperation as a positive factor in 
tending to diminish the price effect to deficit financing In the popular view, 
deficit financing is associated with inflation. Not only is understanding required 
of deficit finance for capital formation but also public cooperation in the iraplc- 


"Op. eit., p. 233. 
"Op. ell., p. 149. 
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mentation of the policies for minimizing the price effect of deficit financing for 

“SJcteto^To include, the use of the deficit financing for economic develop¬ 
ment “may be likened to fire which if unregulated produces havoc; while regula¬ 
ted, it gives light and warmth. The danger is, therefore; not so much in the 
instrument itself as in the use to which it is put. Much depends on the degree of 
caution we exercise." 14 


l, Op. clt., p. 40. 

“K.N. Bhatiacharya, op. cit., p. 82. 



Chapter 39 

PRICE POLICY IN ECONOMIC DEVELOPMENT 


THE NATURE OF PRICE POLICY 

T>ISE in prices is inherent in the development process. Imbalance between 
J\. demand and supply of commodities and factors is inevitable under dcve- 

lopment planning. The demand for goods and services rises as a result of stcpp.ng 
up investments on a large scale and the consequent creation of money incomes 
Ever mounting administrative, non-developmental and defence expenses 
population pressures give a further pull to demand. But supply fa.ls to me.. the 
increased demand as investments in underdeveloped countries are made on such 
projects that take a long time to mature. Backward technology, low skiHs.marke 
^perfections and various other bottlenecks, restnet the supply of consumer 
goods. The gap between demand and supply leads to rise in prices. 

OBJECTIVES OF PRICE POLICY 

Price policy is not merely concerned with holding the price line or keeping prices 

stable a, any given level, but it is equally concerned with the movements of 

general as well as relative prices of goods and services^ d 

1. To Establish Equilibrium between Demand and Supply of G 

Services. In considering the theory of price policy to the c » n, " , 0 ^ " t 

economic development. Dr V.K.R.V. Rao' emphas.ses that 

economic mechanism performing certam functions andanyprcepolcyshould 

be in this functional context. Primarily, thrs function ,s to br.n! abom the 

required equilibrium between demand and supply of goods and aC ‘° rS o Wh f . 

they perform their economic function, price .mice lev'Is 
liquidating character. It is not necessary that a rrse tn the 
of individual commodities should lead to a general pnee rise. In «“ s “ 
individual prices liquidate themselves without bringing about a rise in the genera 
price 'hrvd'when the former bring into use additional productive resourc 
or raise the level of productive efficiency of existiog resources. It ,h,t . 

order to avoid a rise in the general levels of prices total output should be raised 
to meet the increased demand for individual commodities. 

2 To Bring Flexibility in Prices. But in an underdeveloped country under¬ 
going the process of economic development aggregate production takes much 
fonger time to increase than in a developed one, as a result a r ' se m,hc » c "" 
level of prices usually accompanies an increase in the prices of individual com 
modities. However, all price rises should not be regarded as socially undesirable. 

»VJC.R.V. Rao, Essays In Economic Development, Ch. 6. 
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It is only when an individual or general price rise fails to increase output or to 
reduce demand that it is considered harmful. Thus price policy should aim at 
flexibility in prices in order to redirect demand, reallocate productive resources 
and reorientate output towards the desired direction. 

3. To Stabilise Prices of Consumer Goods It should also aim at stabilizing 
prices of basic consumption goods so as to avoid inflationary pressures arising 
from investment projects of long gestation in an underdeveloped country. But “a 
rigid, stable general level of prices may be as much of a dead weight on economic 
growth as a rapidly rising price level." 3 A stable price level may retard growth 
whereas a rising price level may distort investment and incomes. The right and 
appropriate price policy in this context must achieve the objective of increasing 
the production both of basic consumption and investment goods. 

4. Two Aspects of Price Policy. According to Professor Rao, 3 "a rightly con¬ 
ceived price policy for aiding economic development should, broadly, have both 
a macro and a micro aspect." In its macro aspect, it essentially takes the form 
of monetary and fiscal measures which are meant to influence the creation of 
income and its utilization. The Indian Third Plan Report also recognizes that a 
major constituent of price policy is monetary and fiscal discipline. 4 Monetary 
policy should prevent expenditure and consequent income creation going in the 
wrong direction. Speculative holding of commodities and accumulation arc to 
be discouraged in particular. An appropriate interest rate and selective credit 
control policy may help in this direction. Fiscal policy must go along with mone¬ 
tary policy. The latter regulates the creation of excess purchasing power through 
banks and the former through government action. Both policies also help in 
maximizing savings of the community. But fiscal policy $h> uld in particular 
try to reduce incomes through appropriate tax measures. It should help in res¬ 
training consumption and mobilizing saving more effectively, and transfer real 
sources from the community for public investment programmes instead of 
creating fresh purchasing power. "In other words, macro policy in regard to 
prices operates not through a direct impact on individual prices but indirectly 
through its impact on income creation and income utilization and, therefore, 
on the two variables that determine the monetary framework from all changes 
in prices." 5 

In its micro aspect, price policy is more direct and essential under develop¬ 
ment planning. It should aim at increasing the output of consumption goods along 
with investment goods in order to match increased consumption expenditure 
resulting from increase in investment outlay. Such a policy would encourage the 
use of resources for the production of investment and basic consumption goods 
and help av >id inflationary pressures. In other words, price mechanism should 
act both as a stimulant and a deterraut Purposive and differential price policies 
should be followed for the production of specific commodities and their utiliza¬ 
tion. This necessitates physical nll-'cation and direct controls. In respect of basic 


•V.K R.V. Rao. op. at . p. 14A. 
•/but. 

'GO!. Third Five Year Plan, p 127 
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consumption goods, like foodgrains, cloth, edible oils, etc., prices should be 
held reasonably stable through state trading and control at the retail and whole¬ 
sale stage. 

5. Agriculture Price Policy. A suitable agriculture price policy holds the key 
to development in an underdeveloped economy. Agricultural prices arc quickly 
responsive to demand and supply conditions. Since agricultural output constitutes 
50 per cent or more of the national product, the general price level is mostly 
determined by the behaviour of agricultural prices. The agricultural price policy 
should aim at reducing price fluctuations of agricultural commodities so as so 
reduce the loss to the producer from a sharp price fall following the bumper 
crop, and to minimize the difficulties of the consumers from sharp price rises to 
a result of crop failures or short supplies. For this, price policy should be com¬ 
prehensive enough to include measures from the production of agricultural 
products to their distribution. In order to stimulate their production, various 
land reform measures should be adopted, dependence on nature be minimized, 
and inputs like fertilisers, improved seeds and implements be supplied ut subsi¬ 
dised rates or even at short-term credit. But the important tenet of this price 
policy is the fixation of minimum and maximum prices for all major agricultural 
crops. The minimum prices should be so fixed as to provide proper incentives to 
producers after taking into account regional variations in the costs of production 
of different crops. It implies slight price variations for the same crop in different 
regions. The maximum prices reflect only a payment to the producer for the 
quality variations in the crops. 8 A successful price policy also includes the creation 
of buffer stocks and their operation through continuous purchase and sale over 
a wide range. Such purchase and sale operations should be undertaken by the 
state and its agencies. 'A network of cooperative and governmental agencies 
close to the farmer, licensing aod regulation of wholesale trade, extension of 
State trading in suitable directions and a considerable sharing by government 
and cooperatives in distribution arrangements at retail stage are essential for the 
success of purchase and sale operations for stabilizing prices and correcting 
seasonal and regional variations. Pursuit of these policies will be necessary if 
both the economic and psychological factors affecting the prices of essential con¬ 
sumer goods are to be brought under control.’ 

6. Price Policy for Consumer Goods. In the case of non-essential consumer 
goods which fall in the category of comforts and luxuries, price determination 
should be left to market mechanism. If need be. price rise may be allowed but it 
should be accompanied by high taxes and controlled allocation of resource;. 

Another aspect of micro price policy is to raise the prices of the exporiable 
commodities for the domestic consumer in order to supply them cheaper to the 
foreign consumer for the purpose of earning more foreign exchange. Fixation of 
the price of sugar in India is in keeping with this policy. It is not a healthy policy 
because it is like starving one’s family in order to feed olhers. 

7. Price Policy for Industrial Raw Materials. Specific measures are also called 
forth for regulating »he prices of industrial raw materials like coal, cement, iron 
and steel, etc. Just as stabilization of agricultural prices goes a long way in 


•NCAER, Price Policy of Economic Growth, 1965. 
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stabilizing the industrial prices, likewise stabilization of the prices of industrial 
raw materials contributes much towards stabilizing the prices of goods produc¬ 
ed from them. Price policy should ensure their proper utilization and distribution 
so as to avoid inflationary pressures. Price rises should be permitted in their case 
keeping in view the need to promote exports to control domestic consumption 
or to provide incentives for further investment and production. Prices should be 
so fixed as to avoid excessive profit margin, at the same time providing incentives 
to production. Such a policy also necessitates the use of price and distribution 
controls in respect of such commodities. 

8. Price Policy in Relation to Enterprises. In a mixed type of underdeveloped 
economy like ours both the public and private enterprises are expected to play 
an important role in the economic development. Public enterprises should follow 
such a price policy as brings in larger profits commensurate with social wel¬ 
fare and thus help augment public savings. The private sector has to play a 
still more significant role in this context, since it predominantly supplies con¬ 
sumption goods. A rising price level would have a favourable effect on the expect¬ 
ations of the entrepreneurs. “To the extent the rising price level is able to 
transfer incomes from the passive rentier class to the active entrepreneurial class 
it will exercise a beneficial influence on the levels of savings, investment and 
output." But the price rise should be gradual and slow where there are competitive 
product and factor markets so as to affect a right allocation of investible resources 
among them. Price policy should, therefore, aim at bringing about a proper 
structure of production and distribution. An absolute and relative price behavi¬ 
our should be established to promote economic development through rising levels 
of income, saving, and investment. 7 

9. Relation between Price ami 11'age Policy. A rational price policy should 
aim at reducing the scope of automatic linkages between price and wage increase 
in the economy. Wage incomes and prices are interrelated. When prices rise, 
wage-earners struggle for increased wages. When wages rise, they tend to push 
up prices in the absence of a matching supply of essential consumer goods. A 
wage-freeze policy is no remedy since it adversely affects efficiency and produc¬ 
tivity. It is, therefore, better to have a wage policy in the interest of orderly 
development. "A steady and calculated wage increase is better than an abrupt 
jump with every price change.Wages should rise in those sectors where the 
prevailing average wage is below the minimum consumption level. Wage increase 
should, however, be related to productivity. But even the productivity-oriented 
wage policy cannot stabilize wages and hence prices, unless continuous supplies 
of essential consumer goods are forthcoming at reasonable prices. Thus price 
policy should ensure the avoidance of a spiralling of costs, prices and wages 
through their mutual interaction. 


’ibid 

•Ibid. 



Chapter 40 

POPULATION GROWTH AND ECONOMIC 
DEVELOPMENT 


EFFECTS OF POPULATION GROWTH ON ECONOMIC DEVELOPMENT 

T HE consequences of population growth on economic development have 
attracted the attention of economists ever since Adam Smith wrote his 
Wealth of Nations. Adam Smith wrote. "The annual labour of every nation is 
the fund which originally supply it with all the necessaries and conveniences of 
life." It was only Mallhus and Ricardo who created an alarm about the effects 
of population growth on the economy. But their fears have proved unfounded 
because the growth of population in Western Europe has led to its rapid indus¬ 
trialization. Population growth has helped the growth of such economies because 
they ate wealthy, have abundant capital and scarcity of labour. In such coun¬ 
tries, the supply curve of labour is elastic to the industrial sector so that even a 
high growth rate of population has led to a rapid increase in productivity. In 
fact, every increase in population has led to a more than proportionate increase 

in the gross national product. ... 

However, the consequences of population growth on the development of under¬ 
developed countries are not the same because the conditions prevailing in these 
countries are quite different from those in developed economics. These econo- 
mies arc poor.capital-scarce and labour-abundant. Population growth has been 
supposed to be an obstacle to economic development in them. Rapid population 
growth increases the pressure of population on land and leads to mass unem¬ 
ployment in underdeveloped countries. The problem of feeding teeming millions 
becomes serious. Eveu the need to provide social infrastructure to the masses 
tends to divert public expenditures from directly productive assets. There is 
greater pressure on educational and health facilities which are not adequately 
met Population pressure also tends to accentuate the balance of payments pro¬ 
blem Food, consumer goods, raw materials, capital equipment, etc., are required 
to be imported to meet the ever increasing demand of the growing population. 
Further, the failure to supply to match the growing demand leads to inflationary 
pressure. Last but not the least, rapid population growth depresses per capita 
incomes, lowers the standard of living and brings down the rate of capital forma- 
lion The consequences of rapid population growth on the development of 
underdeveloped countries are discussed below ro detail. 

Population and Per Capita Income. The effect of population growth on per 
capita income is unfavourable. The growth of population tends to re ard the 
per capita income in three ways: </) It increases the pressure of 
land; (II) it leads to a rise in costs of consumption g^s becau« of .he scarcity 
of the cooperant factori to increase their supplies, and (i//) it 
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in the accumulation of capital because with increase in family members, expenses 
increase. These adverse effects of population growth on per capita income ope¬ 
rate more severely if the percentage of children in the total population is high, as 
is actually the case in all the underdeveloped countries of the world. Every in¬ 
crease in national output is accompanied by a larger number of consumers. A 
large number of children in the population entails a heavy burden on the eco¬ 
nomy, for, these children simply consume and do not add to the national pro¬ 
duct. Another factor is the low expectancy of life in underdeveloped countries. 
It means that there are more children to support and few adults to earn thereby 
bringing down the per capita income. Whatever increase in national income takes 
place that is nullified by the increase in population. Thus the effect of population 
growth is to lower the per capita income. 

Population and Standard of Living. Since one of the important determinants 
of the standard of living is the per capita income, the factors affecting per capita 
income in relation to population growth equally apply to the standard of living. 
A rapidly increasing population leads to an increased demand for food products, 
clothes, houses, etc. But their supplies cannot be increased in the short run due 
to the lack of cooperant factors, like raw materials, skilled labour, capital etc. 
Consequently their costs and prices rise which r;-ise the cost of living of the 
masses. This brings down further the already low standard of living. Poverty 
breeds large number nf children w'.,icb increases poverty further and the vicious 
circle ot povc.ty. more children and low standard of living continues. 

Hirschman i>. however, of the view that •‘papulation pressure on living stan¬ 
dards will lead to counter-pressure, i.e., to activity, designed to maintain or 
restore the traditional standard of living of the community" which "causes ao 
increase in its ability to control ns environment and to organise itself for deve¬ 
lopment." 1 Colin Clark also holds similar views when he writes that population 
growth "brings economic hardship to communities living by traditional methods; 
but it is the only force powerful enough to make such communities change their 
methods, and in the long run transforms them into much more advanced and 
productive societies." 3 We do not agree with the views expressed by Hirschman 
and Colin Clark that population pressures leading to lowering of standards will 
goad the people of underdeveloped countries to work hard in order to improve 
their standard of living There is no evidence to support this view in relation to 
underdeveloped countries. Thus the consequence of population growth is to 
lower the standard of living. 

Population and Agricultural Development. In underdeveloped countries, people 
mostly live in rural areas. Agriculture is their mam occupation. So wuh popula¬ 
tion growth the land-man-ratio is disturbed. Pressure of population on land 
increases because the supply of land is inelastic. It adds to disguised unemploy¬ 
ment and reduces per capita productivity further. Low per capita productivity 
reduces the pr *pcnsitv to save and invest. As a result, the use of improved 
techniques and other improvements on land are not possible. Capital formation 
in aqricuhurc suffers and the economy is bogged down to the subsistence level. 


1 A.O. Hirs.hr.ian. The Strougy of Economic Development. 
'Colin Clark. Population Growth and Land Use. 
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The problem of feeding the additional population becomes serious due to acute 
shortage of food products. These have to be imported which accentuate the 

balance of payments difficulties. Thus the growth of population retards agricul¬ 
tural development and creates a number of other problems discussed above. 

Population and Employment. A rapidly increasing population plunges the 
economy into mass unemployment and underemployment. As population increa¬ 
ses the proportion of workers to total population rises. But in the absense of 
complementary resources, it is not possible to expand jobs. The result is that 
with the increase in labour force, unemployment and underemployment increase. 
A rapidly increasing population reduces incomes, savings and investment. Thus 
capital formation is retarded and job opportunities are reduced thereby increas¬ 
ing unemployment. Moreover, as the labour force increases in relation to land, 
capital and other resources, complemen.ary factors available per worker decline 
and as a result unemployment and underemployment increase. Underdeveloped 
countries have a backlog of unemployment which keeps on growing with a 
rapidly increasing population. This tends to raise the level of unemployment 
manifold as compared with the actual increase inlabour force. Foriinstance the 
backlog of the unemployed has increased with every Five Year Plan u IndM. 
The First Plan started with a backlog of 3.3 million unemployed which rose to 5.3 
million at the beginning of the Second Plan the Third Plan started wi.hT 
million and the Fourth Plan with a backlog of 12 million unemployed. The 
remedy is not only to increase employment opportunities for the current as well 
as the backlog of the employed people but to control population through a v.go- 

rous family planning programme. afl _. 

Population and Social Infrastructure Rapidly growing populanon neces- 
sitates large investments in social infrastructure and diverts r«ources f rom d,r^ 
tly productive assets. Due to scarcity of resources it is not possible to provuie 
educational, health, medical, transport and bousing fac,lilies to the entire popu¬ 
lation. There is over-crowding everywhere. As a result, the quality of these set 
vices goes down. "Larger numbers mitigate against an improvement in the qual ty 
of the population as productive agents. The rapid increase in school-age popu a- 
tion and the expandmg number of labour force entrants put ever-grea.er pressure 
on educational and training facilities and retard improvement ,n the qualuj of 
education. Similarly, too dense a population or a rapid rate of° f P° P “' 
laiion aggravates the problem of improving the healih of population. All this 
entails colossal investment. As estimated by Coale and Hoover, the Govern “'“‘ 
of India's programme of compulsory basic education m the age-group of 6-13 
vears by 1981 would entail an expenditure of Rs 20.25 billion on the hypothesis 
[ha, population in this age-group would rise to 43 million in 1981. Housing 
would cos, Rs 40.7 billion by 1981 on the presump,.on .hat urban popu anon 

would rise to 30 per cent of total population dur.ng 1956-86. During 981 86 
expenditure on education and housing may be expected to increase at the rate 

of Rs 1 billion per year.* . . 

Population and Labour Force. The labour force man economy is the rat.o ol 


•J. Coale and F..M. Hoover. Population Growth and Economic Development in Low Tncome 
Countries, 1958. 
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working population to total population. Assuming 50 years as tho average life 
expectancy in an underdeveloped country, the labour force is in offect the num¬ 
ber of people in the age-group of 15-50 years. During the demographic transi¬ 
tional phase the birth rate is high and the death rate is on the decline. The result 
is that a larger percentage of the total population is in the lower age-group of 
1-15 years, and hence a smaller percentage comprises the labour force. A largp 
percentage of children in the labour force is a heavy burden on the economy. On 
the other hand, a small labour force implies that comparatively there are few 
persons to participate in productive employment. Even if the birth rate starts 
declining, the labour force available for productive employment during the short 
run would be the same. However, the number of children would decline and this 
would have the effect of increasing the national income because the number of 
consumers would also fall. But this is only possible after the demographic transi¬ 
tion stage is overcome which is not possible till the underdeveloped countries 
bring down their fertility rates. It does not mean that with their present high 
birth rates and low death rates, the labour force is not increasing in underdeve¬ 
loped countries. It simply means that the addition to the lower age-group is 
larger than in the working age-group. Thus the labour force tends to increase 
with the increase in population. 

Population and Capital Formation. Population growth retards capital forma¬ 
tion. As population increases, per capita available income declines. People are 
required to feed more children with the same income. It means more expenditure 
on consumption and a further fall in the already low savings, and consequently 
in the level of investment. 

The increase in population will also lead to the diversion of capital investments 
from directly productive activities to social overhead capital. The rapidly Increas¬ 
ing population will have to be provided more basic facilities in the form of 
schools, roads, hospitals, water, etc., which do not add to the national product 
directly and immediately, with the result that the growth rate of the economy 
remains at a lower level. The return on capital invested is high in directly pro¬ 
ductive activities as against social overhead capital. So capital formation Is 
adversely affected with the diversion of governmental resources from their more 
productive uses to current uses to provide the people for their more urgent needs. 
Public savings and capital formation will decline in another way as a result of a 
rapidly growing population. When incomes decline and consumption expendi¬ 
tures increase, it is difficult for the government to levy taxes on the people. 
Certain exemptions from taxes have to be given to people. As a result, state 
revenues decline which reduce investment and capital formation unless some 
other alternative measures are adopted by the government. 

Again, when population increases rapidly domestic consumption of even ex¬ 
portable goods increases and there is a decline in the exportable surplus. On tha 
other hand, to meet the demand of a rising population more food or other con¬ 
sumer goods are required. It leads to an increase in imports. Reduction in exports, 
and increase in imports will lead to a deterioration in the balance of payments 
position and the government may be forced to curtail the importation of capital 
goods and this will adversely affect the investment programme in the economy 
and thus retard capital formation. Lastly , a rapidly growing population by 
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lowering the rate of capital formation keeps the level of technology at a low 
level. Or we may say, a rapidly rising population by lowering incomes, savings 
and investment compels the people to use a low level technology which retards 
capital formation. 

To conclude, the consequences of a rapidly increasing population are to retard 
all development effort in an underdeveloped country unless accompanied by high 
rates of capital accumulation, and technological progress. But these counteract¬ 
ing factors arc not available and the result is that population explosion leads to 
declining agricultural productivity, low per capita income, low living standards, 
mass unemployment, and low rate of capital formation. 4 

2. THE THEORY OF DEMOGRAPHIC TRANSITION 

The theory of demographic transition is based on the actual population trends of 
the advanced countries of the world. According to this theory, every country 
passes through three different stages of population growth. In the first stage, the 
birth rate as well as the death rate is high and the growth rate of population is 
low. In the second stage, the birth rate remains stable but the death rate falls 
rapidly. As a result, the growth rate of population increases very swiftly. In the 
last stage, the birth rate starts falling and tends to equal the death rate. The 
growth rate of population is very slow. C.P. Blacker has mentioned five stages 
instead of three. They are: (/) the high stationary phase marked by high fertility 
and mortality rates; (//) the early expanding phase marked by high fertility and 
high but declining mortality; (///) the late expanding phase with declining ferti¬ 
lity but with mortality declining more rapidly; (/») the low stationary phase with 
low fertility balanced by equally low mortality; and (v) the declining phase with 


A 



‘For population control refer to Public Health and Family Planning is the Chapter 'State 

and Economic Development/ For the impact of population growth on econom.c develop¬ 
ment, refer to Leibenstein’s or Nelson’s theory in the book. 




312 THB ECONOMICS OP DEVELOPMENT AND PLANNING 


low mortality, lower fertility and an excess of deaths over births. But we shall 
explain only the three commonly discussed stages combining Biacker’s stages (///) 
and (/v) as the third stage and leaving his stage (vi) which is applicable only in 
France. These three stages are explained in the Fig. 40.1. In the figure, the time 
for different stages is taken on the horizontal axis and annual birth and death 
rates per thousand on the vertical axis. Before the 19th century in the first stage, 
birth rates in Western Europe were 35 per thousand and death rates fluctuated 
around 30 per thousand. Thus the growth rate of population was about 5 per 
thousand. In the second stage, death rates began to decline gradually from 30 per 
thousand to 20 per thousand from the middle of the 19th century to the end of 
the century. In the third stage beginning with 20th century birth rates began to 
decline from 35 per thousand and have continued so for more than eight decades 
now, nearing 15 per thousand. Death rates also continued to decline but seem to 
have stabilised between 12 to 15 per cent in Western Europe. 

First Stage. In this stage the country is backward and is characterised by high 
birth and death rates with the result that the growth rate of population is low. 
People mostly live in rural areas and their main occupation is agriculture which 
is in a state of backwardness. There are a few simple, light and small consumer 
goods industries. The tertiary sector consisting of transport, commerce, banking 
and insurance is underdeveloped. All these factors are responsible for low incomes 
and poverty of the masses. Large family is regarded as a necessity to augment 
the low family income. Children are an asset to the society and parents. There 
being mass illiteracy, the society is not expected to educate them and thus burden 
itself. The existence of the joint family system provides employment to all 
children in keeping with their ages. Thus a child becomes an earning member 
even at the age 5 when he becomes a helping hand to his parents even in domes¬ 
tic affairs. More children in a family are also regarded as an insurance against 
old age by the parents. People being illiterate, ignorant, superstitious and fatalists 
are averse to any methods of birth control. Children arc regarded as God-given 
and pre-ordained. Childless parents are regarded as acursed and looked down 
upon by society. All these economic and social factors arc responsible for a high 
birth rate in the country. 

Along with high birth rate, the death tate is also high due to non-nutritional 
food with a low caloric value, lack of medical facilities and the lack of any sense 
of cleanliness. People live in dirty and unhealthy surroundings in illventilatcd 
small houses. As a result, they are disease-ridden and the absence of proper medi¬ 
cal care results in large deaths. The mortality rate is the highest among the 
children and the next among women of child-bearing age. Thus unhygenic condi¬ 
tions, poor diet and the lack of medical facilities are the reasons for a high mor¬ 
tality rate in this stage. This stage continued in Western Europe approximately 
up to 1840. 

Second Stage. In the second stage, the economy enters the phase of economic 
growth. Agricultural and industrial productivity increases, means of transport 
develop. There is greater mobility of labour. Education expands. Incomes 
increase. People get more and better quality food products. Medical and health 
facilities are expanded. Modern drugs are used by the people. All these factors 
bring down the death rate. But the birth rate is almost stable. People do not 
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have any inclination to reduce the birth of children because with economic growth 
employment opportunities increase and children are able to add more to the 
family income. With improvements in the standard of living and the dietary 
habits of the people, the life expectancy also increases. People do not make aoy 
efforts to control the size of family because of the presence of religious dogmas 
and social taboos towards family planning. Of all the factors in economic growth 
it is difficult to break with the past social institutions, customs and beliefs. As a 
result of these factors, the birth rate remains at the previous high level. 

With the decline in the death rate and no change in the birth rate, population 
increases at a rapid rate. This leads to population explosion which adversely 
affects the economy of the country. A high growth rate of population which adds 
a substantial number to the total population every year keeps the per capita 
income at a lower level despite the increase in national income. Thus there is 
little improvement in the standard of living of the masses and people continue 
to remain backward. India is passing through this crucial transitional stage at 
present. 

Third Stage. In this stage, the fertility rate declines and tends to equal the 
death rate so that the growth rate of population declines. As growth gains momen¬ 
tum and people cross the subsistence level of income, their standard of living 
rises. The leading growth sectors expand and lead to an expansion in output in 
other sectors through technical transformations. Education expands and permea¬ 
tes the entire society. Popular education leads to popular enlightenment and 
opens the way to knowledge. It creates self-discipline, power to think rationally 
and to probe into the future. People discard old customs, dogmas and beliefs, 
develop individualistic spirit and break with the joint family. Men and women 
prefer to marry late. The desire to have more children to supplement parental 
income declines. People readily adopt family planning devices. They prefer to go 
in for a baby car rather than a baby. Moreover, increased specialisation follow¬ 
ing rising income levels and the consequent social and economic mobility make 
it costly and inconvenient to rear a large number of children. All this tends 
to reduce the birth rate which along with an already low death rate brings a 
decline in the growth rate of population. The advanced countries of the world 
are passing through this last stage and population is increasing at a slow pace in 
them. 

Conclusion. The theory of demographic transition is the most acceptable theory 
of population growth. It docs not lay emphasis on food supply like the Malthu¬ 
sian theory, nor does it develop a pessimistic outlook towards population growth. 
It is also superior to the optimum theory which lays an exclusive emphasis 
on the increase in per capita income for the growth of population and neglects 
the other factors which influence it. The biological theories are also one¬ 
sided because they study the problem of population growth simply from the 
biological angle. The demographic transition theory is superior to all the theories 
of population because it is based on the actual population growth trends of the 
developed countries of Europe. Almost all the European countries of the world 
have passed through the first two stages of this theory and are now in the final 
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stage. Not only this, this theory is equally applicable to the developing countries 
of the world. Very backward countries in some of the African states are still in 
the first stage whereas all the other developing countries of the world are in the 
transitional stage two. It is on the basis of this theory that economists have deve¬ 
loped economic-demographic models so that underdeveloped countries should 
enter the final stage and attain the stage of self-sustained growth. One such 
model is the Coale-Hoover model for India which has also been extended to 
other developing countries. Thus this theory has universal applicability. 



Chapter 41 

HUMAN CAPITAL FORMATION* 


MEANING 

T'HE term human capital formation refers to the "process of acquiring and 

1 increasing the number of persons who have the skills, education and expe¬ 
rience which are critical for the economic and the polttical development of a 
country. Human capital formation is thus associated with investment in man and 
his development as a creative and productive resource. " l According to Schultz, 
there are five ways of developing human resources: "(0 health facilities and 
services, broadly conceived to include all expenditures that affect the life expect¬ 
ancy. strength and stamina, and the vigour and vitality of the people: (it) on-the- 
job training, including old type apprenticeships organised by firms; (ill) formally 
organised education at the elementary, secondary and higher levels; <iv) study 
programmes for adults that are not organised by firms, including extension pro¬ 
grammes notably in agriculture; (v) migration of individuals and families to adjust 
to changing job opportunities.”* To this list may be added the import of technical 
assistance, expertise and consultants. In its wider sense, investment in human 
capital means expenditure on health, education and social services in genera and 

in its narrower sense, it implies expenditure on education and training. It has 

become conventional to talk about investment in human resources in its narrower 
sense because expenditure on education and training is capable of measurement 
as compared to the expenditure on social services. 

""The'notion of investment in human capital is of recent origin. In the process 
of economic growth, it is customary to attach more importance to the »<*u*ull- 
tion of physical capital. Now it is increasingly recognised that the growth of 
tangible capital stock depends to a considerable extent on human capital forma¬ 
tion which is the “process of increasing knowledge, the skills and the capacities 
of all people of the country." 3 Studies made by Schultz, Harbison. Dens.on 
Kendrick. Moses Abramovitz. Becker, Mary Bowman. Kuznets and a host of 
other economists reveal that one of the important factors responsible for the 
rapid growth of the American economy has been the relatively increasing outlays 

•This also .elate, to H.num-R'sour" /Women, or Manpower 

planning relate, to the long-range development of semi-skilled and skilled manpower require, 
mems of the economy and to plan educational priorities and tnvestments in human-resource 
development so as to enlarge employment opportunities in Ihe future 

'F.H. Harbison. 'Human Resources in Development Planning in Modernising Economies. 

,t T\W*Schultt. ‘Investment In Human Capital." AEK. March 1961. 

•F.H Harbison and C.A. Meyers. Education. Manpower and Enatmk Growlh. 1164. 
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on education. They tell us that a dollar invested on education brings a greater 
increase in national income than a dollar spent on dams, roads, factories or other 
tangible capital goods. In Professor Galbraith’s words, “We now get the larger 
part of our industrial growth not from more capital investment but from invest¬ 
ment in men and improvements brought about by improved men.” Even the 
earlier economists like Adam Smith and Veblen stressed the importance of human 
capital in production. Adam Smith included in a country’s stock of fixed capital 
‘the acquired and useful abilities of all the inhabitants. To Veblen, techno¬ 
logical knowledge and skills formed the community’s ‘immaterial equipment or 
intangible assets’ without which physical capital could not be utilized pro¬ 
ductively. Economists are, therefore, of the view that it is the lack of investment 
in human capital that has been responsible for the slow growth of the 
underdeveloped countries. Unless such economics spread education, knowledge, 
and know-how, and raise the level of skills and physical efficiency of the people, 
the productivity of physical capital is reduced. 

Underdeveloped countries are faced with two diverse manpower problems. 
They lack the critical skills needed for the industrial sector and have a surplus 
labour force. The existence of surplus labour is to a considerable extent due to 
the shortage of critical skills. So these diverse problems are interrelated. Human 
capital formation aims at solving these problems by creating the necessary skills 
in man as a productive resource and providing him gainful employment. 

The need for investment in human capital formation in such economies is 
more obvious from the fact that despite the massive imports of physical capital 
they have not been able to accelerate their growth rates because of the existence 
of undeveloped human resources. Of course, some growth is possible from the 
increase in the conventional capital even though the available labour force is 
lacking in skills and knowledge. But the growth rate will be seriously limited 
without the latter. Human capital is, therefore, “needed to staff new and expand¬ 
ing government services, to introduce new system of land use and new methods 
of agriculture, to develop new means of communication, to carry forward indus¬ 
trialization, and to build the educational system. In other words, innovation or 
the process of change from static or traditional society, requires very large doses 
of strategic human capital.” 

Physical capital becomes more productive if the country possesses sufficient 
human capital. Underdeveloped countries are strongly committed to the pro¬ 
grammes of constructing roads, dams, power houses, factories pertaining to 
light and heavy industries, hospitals, schools, colleges, and a host of other 
activities associated with development planning. For this, they need engineers, 
technicians, technical supervisors, managerial and administrative personnel, 
scientists, doctors, nurses, veterinarians, agronomists, accountants, statisticians, 
economists, secretaries, stenographers, etc. If there is a dearth of this varied type 
of human capital, physical capital cannot be productively utilized. As a result, 
machines break down and wear out soon, materiais and components are wasted 
and the quality of production falls. As pointed out by Jef Rens, “In the countries 
that are trying to speed up their economic development, it is being found that 
even when up-to-date plants are designed by first class engineers to use the latest 
methods and machinery from the most advanced industrial countries, the volume 
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and quality of output arc too often unsatisfactory. Why? Because in most cases 
managements and workers are inadequately trained and lack experience.” 4 

Moreover, underdeveloped countries import physical capital for development 
but they are unable to utilise it fully due to the lack of the “critical skills” 
required for its operation. Though technical know-how and skills usually come 
with foreign capital, yet it is insufficient to meet the diverse and varied require¬ 
ments of such economies. Thus the failure of human capital to grow at the rate 
of physical capital has been responsible for the low absorptive capacity of the 
latter in underdeveloped countries. Hence the need for investment in human 
capital becomes of paramount importance in such countries. 

Underdeveloped countries are characterized by economic backwardness which 
manifests itself in “low labour efficiency, factor immobility, limited specialisation 
in occupations and in trade, a deficient supply of entrepreneurship and customary 
values and traditional social institutions that minimise the incentives for economic 
change. The slow growth in knowledge is an especially severe restraint on progress. 
The economic quality of the population remains low when there is little knowledge 
of what natural resources are available, the alternative production techniques 
that are possible, the necessary skills, the existing market conditions and oppor¬ 
tunities, and the institutions that might be created to favour economising effort 
and economic rationality.” To remove economic backwardness and instill the 
capacities and motivations to progress, it is necessary to increase the knowledge 
and skills of the people. In fact, without an improvement in the quality of human 
factor no progress is possible in an underdeveloped country. As aptly emphasized 
by Professor Schultz, “It is as if we had a map of resources which did not include 
a mighty river and its tributaries. The particular river is fed by schooling, learn¬ 
ing on-the-job, advances in health, and the growing stock of information of the 
economy.” 5 

We may conclude with Professor Ajit Dasgupta that "the theory of optimum 
investment deals, with the allocation of resources overtime: resources allocated to 
education help to increase productive capacity, hence to raise output and con¬ 
sumption in future, choices relating to education or other types of social infra¬ 
structure are therefore an essential part of the theory of investment. *• 


Problems of Human Capital Formation 

The concept of human capital formation in the context of investment in edu¬ 
cation poses a number of problems. How much is the total stock of human 
capital required? At what stage of development is it needed the most? What 
should be its rate of accumulation? What type of education should be imparted, 
to what extent, and at what time? And how should the return from educational 
investment be measured? 

It is difficult to assess the total stock of human capital required in an under¬ 
developed country. In fact, this problem is associated with the next one. of 
determining the stage when it is needed the most. The growth of western Euro¬ 
pean countries and the USA has been based more on investment in physical 

«Jcf Rcns, Reflections on the Melbourne Conference. !LR. April 1°63. 

•T.W Schultz. ‘Reflection on Investment in Man/ JPE, October 1962. 

• Economic Theory and the Developing Countries, 1974. 
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capital than in human capital in their earlier phases of development. But in the 
case of underdeveloped countries the need for human capital in the form of edu¬ 
cated persons in different vocations is greater to provide the missmg components 
in the initial stages of their development. As they install complex equipment and 
methods of production, persons with critical skills are more important than mere 
arts graduates. There is greater need for entrepreneurs, business executives, 
administrators, scientists, engineers, doctors, etc. 

It is not possible to spell out in concrete terms the growth rate of human 
capital formation, as is commonly the case with physical capital accumulation. 
However, it can be said in general terms that the rate of accumulation of human 
capital should exceed not only the growth rate of labour force but also the 
growth rate of economy. According to Harbison, in most countries the rate of 
increase in scientific and engineering personnel should be at least three times that 
of the labour force, and at least twice in the case of clerical personnel, craftsmen, 
top managerial and administrative personnel. On the other hand, the ratio of 
the annual increase in human capital to the annual increase in the national income 
may be as high as three to one, or even higher in the case of those countries 
where foreigners are to be replaced by citizens of the developing countries. 7 But 
there is no empirical evidence to prove the different growth rates of human 
capital needed by underdeveloped countries at the various stages of development. 

So far as the pattern of investment in education is concerned, almost all the 
underdeveloped countries of Asia, Africa and Latin America accord a high 
priority to primary education which is often free and compulsory. But it leads 
to considerable wastage and stagnation and puts a severe strain on the physical 
facilities and teaching personnel of educational institutions. Secondary education 
is, on the other hand, accorded a low priority. It is, however, people with 
secondary education who provide the critical skills needed the most for economic 
development. Emphasizing the importance of secondary education, Professor 
Lewis regards persons with a secondary education as "the officers and non-com- 
raissioned officers of an economic and a social system. A small percentage goes 
on to university education, but the numbers required from the university are so 
small that the average country of up to five million inhabitants could manage 
tolerably well without a university of its own.... The middle and upper ranks 
of business consist almost entirely of secondary school products, and these pro¬ 
ducts are also the backbone of public administration." 8 

Underdeveloped countries in their enthusiasm to spread higher education have 
been opening too many universities without trying to improve the standard of 
education. No restrictions are placed on higher education with the result that the 
proportion of failures at the higher secondary and university level is very high. 
Mass failures and the general lowering of academic standards tend to lower the 
efficiency of undergraduates and "graduates employed both in the private and the 
public sector and do not promise well for the formation of a dynamic leadership 
for economic development." 9 This leads to wastage of human resources. More- 


’Op . c/i. 

•W.A. Lewis. 'Education and Economic Development,’ ISC/, Vol. XIV. No. 4,1962. 
•Hla Myint, The Economics of Developing Countries , 1965. 
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tions and institutions for mobilising human effort; and (e) lack of incentives for 
persons to engage in particular activities which are vitally important for national 
development.’* 11 

Criteria for Investment in Human Capital 

One of the most ticklish problems is that of estimating the productivity of 
investment in human capital formation, especially in education. Economists have 
suggested the following criteria. 1 * 

1. The Rate of Return Criterion. Education as an investment has two 
components: future consumption component and future earnings component. 
Investment in skills and knowledge increases future earnings, while the satisfac¬ 
tion derived from education is the consumption component. "As an enduring 
consumer component, education is the source of future utilities which in no way 
enters into measured national income.” 13 Thus in calculating the return on 
investment in education, future earnings component is considered. The method 
used is based on a comparison of the average life time earnings of more educated 
persons with that of persons with less education employed in similar professions. 
For example, Becker estimated that the rate of return on total investment on 
college education in the USA for white urban males was 12.5 per cent in 1940 
and 10 per cent in 1950. It was, however, 9 per cent after deducting taxes for both 
1Q40 and 1950. 14 This estimate included direct cost to the student, earnings fore¬ 
gone during the period of studies, and college’s share of the cost. 

Its difficulties. Such estimates involve several difficulties Firstly , they measure 
only the direct material benefit and exclude altogether the external economies of 
education—the direct and indirect benefits accruing to the country from improve¬ 
ments in the levels of the people. Secondly, what people earn is not exclusively 
due to university education, rather it is the result of natural ability, experience, 
social status, family connection, on-the-job training, etc. Thirdly , such estimates 
measure only private rates of return on investment in education. They indirectly 
measure the effects of education on the output of the country by assuming that 
differences in earnings reflect differences in productivity. But collective efforts 
by various groups (such as doctors, manual workers, teachers, and engineers 
through trade unions) and other factors may distort relative earnings in the 
economy. Moreover, private rates of return cannot be evaluated where the 
costs of running the school are negligible as is the case of a single teacher school 
being run without any fee in many Indian villages. 15 Fourthly, returns from invest- 


"F.H. Harbison. op. clt. 

u\Ve have not discussed the Cost-Benefit Criterion. For this, refer to the chapter on 
Project Evaluation. Prof. G.M. Meier observes in this connection: “Any cost-benefit analysis 
of the "returns'* to education must incorporate the interactions between education and the 
economy, giving particular attention to education as an investment, the importance of rural 
education in a developing economy, and the interdependence between education, manpower 
requirements, and development.*’ (Leading Issues in Economic Development, 1976). 

“T W. Schultz, op cil 

,4 G.S. Becker, ‘Under Investment in College Education.’ AER, May 1960. 

“Harbison and Meyers, op. cit. 
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ment in creating skills and knowledge do not increase incomes of the individuals 
concerned but the total productive capacity of the economy. Fifthly, according 
to Eckaus. prices of educated labour used in the estimation of rate of return 
must reflect the relative scarcities of factors involved. But where the major part 
of investment costs on education are borne by the government, prices of educated 
labour do not reflect scarcities of factor inputs determined in competitive markets^ 
Moreover, this criterion fails to provide the information on “how much and 
“what kind" of additional education is required for economic development. 
Lastly as observed by Bowen, the difficulties involved in identifying earnings 
differentials with productivity differentials force one to be somewhat more cann¬ 
ons in drawing sweeping conclusions as to the effects of education on national 

° U 2 P The Criterion of Contribution of Education to Gross National Income. 
According to this criterion, investment on education is determined by its contri¬ 
bution to increase in gross national income or physical capital formation. over 
a period of time. Schultz analysed the contribution of education to growth in 
national income in the US from 1900 to 1956. and came to the conclusion 
lhat, "ihe resources allocated to education rose about 6.5 times: (a) relative 

to consumer income in dollars; (6) relative to the gross formation of physical 

capital in dollars. In other words, investment in education contributed 3.5 times 
„ lQ the increase in gross national income than investment in physical 
capital 18 “Similarly Denison’s investigations revealed that between 1929-57 invest- 
ment in education in the US contributed 23 per cent of the growth of total real 
income and 42 per cent of the growth of real national income per person 

em &!huUz has also calculated the total stock of educational capital at different 
noints in time. The stock of educational capita! in the labour force rose from 

dollars 63 billion iu 1900 to dollars 353 billion in 1957, and the ratio of the stock 

of educational capital to the stock of physical capital rose from 22 per cent in 

19 SmnaI 2 e P s"m!"eV D h!. 9 vI 7 'been made by PR. Panchmukhi in India following 
Schultz s method. H.s estimates of educational capital reveal that the total cost 
of formal education in India rose from Rs 341 crozes in 1950-51 to Rs 769 

TgSrThese estimates are more realistic than the estimates of returns 
11 . . acth _ v m .asurc the impact of educational investments on the 

econ >my ' They are based on the opportunity cost of education which means 
Jor "gone incomes of students while in schools, colleges and universities, and 


■•R.S. Eckaus.-Economic Crilcrion (or Educa.ion and Training.' RES. Ma, 1964 
*’W G Bowen. Economic Aspect of Education, 1964 

••T W Schultz 'Capital Formation by Education. JPE. December I960. 

, E 7 Denison. 'Education. Economic Growth and Gaps .0 Information. JPE ,Supple 

A — 8 ***** Ame,i(an EJu 

^fnchmukhi^'Educational Capital in India.* UE, January-Maich J965. 
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expenditure incurred on formal education after making due allowance for depre¬ 
ciation. But the calculation of foregone incomes is not so simple and poses a 
number of problems. Are these to be estimated from the present earnings of 
persons in the same age group who never went to school? This is the case in 
underdeveloped countries where the majority of young persons have no schooling 
but they earn in family vocations. Thus the real cost of education may be a 
consequence of foregone earnings while attending the school. Moreover, there 
being widespread unemployment, wages as foregone earnings cannot measure 
the impact of educational investments on national income accurately. Under such 
circumstances, the estimation of foregone earnings becomes arbitrary as the 
increased supply of labour tends to be lower than the actual earnings. Again, 
social costs are also an important factor. For, the cost involved in having poten¬ 
tial members of labour force to go to school rather than to work is not only a 
private cost to the students or their families but also a social cost; a potential 
addition to national product remains unrealized. 2 * And to Balogh 23 calculations 
made about the profitability of education are not merely fallacious in a technical 
economic sense but. . immoral politically. 

3. The Residual Factor Criterion. Solow, Kendrick, Denison, Jorgenson and 
Griliches, Kuznets,- 4 and other economists have tried to •‘measure what pro¬ 
portion of the increase in the GNP, over a period of time, could be attributed to 
the measurable inputs of capital and labour, and what proportion of the increase 
in the GNP could be ascribed to other factors, frequency grouped as ‘residual'. 
The most important of these residual factors are education, research, training, 
the economies of scale and other factors affecting human productivity.’* Deni¬ 
son’s estimates for the United States for 1929-57 reveal that the contribution '•f 
education to the growth of total real national income was 23 per cent. 3^ far 
as the contribution of the “residual’* factor is concerned, it accounted for 31 
per cent of the total growth of national income. This was due to the impact 
of the advance of knowledge (20 per cent) and the economies of scale resulting 
from the growth of national markets (11 per cent). 

On the other hand, Solow in his study of the United States for the period 
1909-49 attributed 90 per cent of the average grow th rate of output per head to 
the “residual factor,” falling under the general heading of technical change. 

Its Criticism. The residual factor criterion is not free from certain weaknesses. 
First, the residual factor has been used as a much wider term which includes 
such varied factors as the economies of scale, technical change, besides educa¬ 
tion, research and training. These factors make the criterion complex. Second, 
the residual factor may also include some improvements in capital assets which 
may, of course, be attributed to improvements in human knowledge and skills. 

»*F. MachluO. The Production .vd Distribution of Knowledge in the United Stoles. 

M T. Balogb, ‘The Economics of Educational Planning/ Comparative Education. October 
1964. 

,4 R.M. Solow. ••Technical Ch.tn c and the Aggregate Production Function/* RE A S-. 
1957; J.W. Kendrick, Productivity Trends in the United Stores, 1%I; E.F. Dcn : son. The Sources 
of Economic Growth in the United States and the Alternatives before Us. 1°62: D.W. Jorgen¬ 
son and Z. Griliches. "The Explanation of Producmity Charge/' J E.S.. Ycl. 34, 1967; 
S Kuznets, Modern Economic Growth, 1966. 
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Third , Jorgenson and Griliches in their study reveal that the “residual” which 
Denison attributes to ‘advance in knowledge’ is small and not large. The fact 
that the residual is small indicates that the contribution of investment to eco¬ 
nomic growth is largely compensated by the private returns to investment. 
Fourth , in their study of the U.S. economy for 1945-65. Jorgenson and Griliches 
find virtually no “residual” to explain after making corrections for aggregation 
errors for capital, labour, prices, etc. After making adjustments for such errors, 
the contribution of residual is reduced to 0.1 per cent per year. Fifth, the “resi¬ 
dual” criterion is based on the production function which is characterised by 
constant returns to scale. In reality, a developed economy is subject to incre¬ 
asing returns. As a result, more of the growth of output would be credited to 
the increase of physical inputs and less to the increase in the “residual factor.” 
Last but not the least, capital’s contribution to economic growth has been under¬ 
estimated in the residual criterion. If the resources put into the advance in 
knowledge were counted as investment and the capital stock were so defined as 
to include this type of investment, more of the growth rate would be attributed to 
the increase of the capital stock and less would be left in the residuary category 
of increases in knowledge, skills, training, etc. Thus the residual criterion has not 
received enough support from economists. 25 

Conclusion. Whatever the difficulties associated with the problem of invest¬ 
ment in human capital, it is now fully recognised that the growth of underdeve¬ 
loped countries is held back not by the shortage of physical capital as by the 
shortage of critical skills and knowledge which in turn limit the capacity of the 
economy to absorb the available physical capital stock. Thus human capital 
formation is regarded even more important than material capital formation. 


••Professor Myrdal in his Aston Drama (lV6b) is very crit*.al of these criteria when he wn> 

tes, "Education lakes many forms, and... there is no common denominator . .. Literacy jn,- 

other skills may be imparted by means other than formal schooling Important educations 
efforts, such as agricultural extension work and attempts to disseminate technical information 
to workers in industry, may be undertaken even though all or most of the people taught are 
illiterate and remain so In all forms of education, improving attitudes is at least as impor¬ 
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But even if a ••certain-mix" were assumed, the output of education .. . would bear no 
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be dealt with io isolation .., . Any attempt to analyie the impact of health or educational 
measures without taking other policy measures into consideration involves the logical 
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any amount of mathematical manipulation." 



Chapter 42 


ENTREPRENEURSHIP IN ECONOMIC 
DEVELOPMENT 


T HE word “entrepreneur** has been taken from the French language where it 
was originally meant to designate an organizer of musical or other enter¬ 
tainments. In economics, an entrepreneur is an economic leader who possesses 
the ability to recognise opportunities for successful introduction of new commo¬ 
dities, new techniques, and new sources of supply, and to assemble the necessary 
plant and equipment, management, and labour force and organise them into a 
running concern. Whatever be the form of economic and political set-up of the 
couotry, entrepreneurship is essential for economic development. In a socialist 
state, the state is the entrepreneur. So is the case in underdeveloped countries 
where private entrepreneurship is shy in undertaking the risks associated with 
new ventures. But in advanced capitalist societies, private entrepreneurs have 
played the crucial role in their economic development. 

Over the years, the functions of an entrepreneur have undergone many changes 
at the hands of economists. According to some economists, the function of the 
entrepreneur is to undertake risks and uncertainty, to others the coordination 
of productive resources, to Schumpeter, in particular, the introduction of innova¬ 
tions, and to still others to provide capital. lo whatever sense we may view the 
entrepreneur, he is the kingpin of any business enterprise, for without him the 
wheels of industry cannot move in the economy. As aptly pointed out by 
Professor Yale Brozen, “The private entrepreneurship is an indispensable ingre¬ 
dient in economic development over the long period.” 1 

The entrepreneur may be a highly educated, trained and skilled person or he 
may be an illiterate person possessing high business acumen which others might 
be lacking. But he possesses the following qualities: (a) He is energetic, resource¬ 
ful, alert to new opportunities, able to adjust to changing conditions and willing 
to assume the risks in change and expansion; (6) he introduces technological 
changes and improves the quality of his product; and (c) he expands the scale of 
operations and undertakes allied pursuits, and reinvests his profits. 2 

According to Professor Fritz Redlich, 3 the role of the entrepreneur can be 
divided into the capitalist, the manager, and the entrepreneur. Thus the entre¬ 
preneur supplies funds and other resources, supervises and coordinates produc¬ 
tive resources, and plans, innovates and takes ultimate decisions. In a small 
enterprise, these functions may be performed by the entrepreneur himself. He 
has his property tied up in his concern which is exposed to the risks of business. 
‘Williamson and Bultrick, op. eit. 

'James T. McCrory, Small Industry -'.i a North Indian Town, 1962. 

•"The Business Leader in Theory and Reality," AJES, Vol. 8, 1948-49. 
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He participates fully and often constantly in the actual productive process. 
According to Professor Hoseltiz. “The chief characteristic of a small industrial 
entrepreneur is not so much his Venturesomeness, nor hi> motivation to make 
profits, but his capacity to lead other men in a common undertaking and his 
inclination to introduce innovations; and in the eariy stages of industrializa¬ 
tion, . . the overwhelming bulk of these innovations are of a technological nature 
requiring the direct and immediate participation of the entrepreneur." 4 

In modern corporations, the entrepreneurship is vested in different persons. 
The shareholders of the company are the capitalists. The managerial function is 
performed by a number of persons who are specialists in their respective fields, 
such as the sales manager, the purchase manager, the production manager, the 
persoiinel manager, and so on. The entrepreneurial function is performed by the 
chairman of the board of directors who takes the major decisions through 
consultation and agreement. 

Besides there arc the public enterprises in underdeveloped countries which are 
controlled and managed by the state. The capital is provided by the government, 
the managers for different departments are drawn from various fields of speciali- 
sation, and the entrepreneurial decisions are taken by the managers and t K ? 
party in power. 


Factors Impeding the Growth of Entrepreneurship 
Given these three types of entrepreneurs, what are the factors that impede the 
development of entrepreneurship in underdeveloped countries. 

Entrepreneurship is inhibited by the writ./ system which denies opportunities 
for creative faculties. "The force of custom, the rigidity of status and the distrust 

of new ideas and of the exercise of intellectual curiosity, combine to create an 

atmosphere inimical to experiment and innovation." 

In underdeveloped countries, traditional altitudes discourage the full utilisation 
of human resources. People are ranked not according to their capacity to do 
particular jobs but by sex. caste, clan and kinship. Individualistic spirit is absent. 
People prefer traditional trades and professions rather than venture in new 
trades. As pointed out by Hagen, villagers and elite alike revere the same econo¬ 
mic roles and spurn trade and business, and there is a feeling of repugnance 
toward work that soils one’s hands, in such economics. Thus, "'.he value system 
minimises the imnortauce of economic inceotivcs. material rewards, independence 
and rational calculation. It inhibits the development and acceptance of new ideas 
and objectives. .. .In short, the cultural value system within many poor countries 

is not favourable to economic achievement.’ s ... 

In such economies, extreme ’inequalities in the distribution of income and 
wealth also stand in the way of the growth of entrepreneurship. Hardly three to 
five per cent of the people are at the top of the income pyramid who save. They 
are mostly traders and landlords who do not like to undertake risks in new 


•Ben P. Hosetiu. ■Entrepreneurship and Economic Growth,’ AJES. Vol. 12, October 
1952. 

•Meier and Baldwin, op. ell., pp. 298-99. 
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business ventures but invest in unproductive channels, such as gold, jewellery, 
precious stones, idle inventories, luxurious real estates, speculation, etc. However, 
there are some merchants and traders who mostly deal in consumer goods and 
act as moneylenders and real estate agents. 

Besides, there exist a few entrepreneurs who are engaged in the manufacture 
of some consumer goods, and in plantations and mines that tend to become 
monopolistic and quasi-monopolistic. They develop personal and political 
contacts with the government officials, enjoy a privileged position, and receive 
preferential treatment in financial, taxation, exports, imports, etc. It is they who 
start new industries and thus found individual business empires, such as the 
Tatas, the Birlas, and the Dalmias in India. Such big business houses inhibit the 
growth of fresh entrepreneurship within the country. 

The thin supply of entrepreneurs in underdeveloped countries is also attributed 
to the lack of infrastructural facilities which add to the risk and uncertainty of new 
entrepreneurship. Such countries lack in properly developed means of transport 
and communications, cheap and regular power supply, availability of sufficient 
raw materials, trained labour, well-developed capital and money markets, etc. 

Last but not the least, entrepreneurship is hindered by technological back¬ 
wardness in underdeveloped countries. This reduces output per man and the 
products are also of sub-standard quality. Such countries do not possess the 
necessary technical know-how and capital to evolve their own techniques which 
may be output-increasing and labour-absorbing. Mostly they have to depend 
upon imported capital-intensive techniques which do not fit in their factor 
endowments. Besides, as revealed by Hoselitz, a number of economic, social and 
administrative resistances force people in such economies to give preference to 
out-moded techniques over output-increasing techniques.* So far as the Schum¬ 
peterian process of innovation is concerned, Professor Hanry Wallich opines that 
“one can hardly say that in less developed countries 'innovation’ is its most 
characteristic feature. The process is better described perhaps as one of assimila¬ 
tion. No one would deny, of course, that to organise a new industry in a less 
developed country is an art of entrepreneurial initiative. But it is evidentally very 
different from the original process of innovation.” 7 Thus the entrepreneur play* 
a secondary role in underdeveloped countries due to various economic, social and 
administrative obstacles noted above. 

HOW TO ENCOURAGE ENTREPRENEURSHIP 


Entrepreneurship is essentially a socio-economic phenomenon. In the past, entre¬ 
preneurs have emerged from a particular class. In the United Kingdom, the 
United States and Turkey, the entrepreneurs were largely from the field of 
commerce. 8 The emergence of smaller firms in France was due to their family 
pattern. In Japan, it was the Samurai who turned to industry and kept their 

"Problems of Adopting and Communicating Modern Techniques to Less Developed Areas;' 
EDCC, January 1954. 

*A.N. Aggarwal and S.P. Singh, op. elt., p. 193. 

•K. Kindleberger, op. ell., p. 86. 
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social structure intact by the expedient of adopting vigorous young businessmen 
or taking them ,he founders of early indus- 
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•M.J. Heryio. Economic Growth of Brazil, India and Japan, 1956. (ed). S. Kuine.s. 

»Loc. dt. 

uw.W, Roslow, op. ell. 

••B. Hoselitz. op. dt. 
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Apart from providing economic overhead capital, the state should also help in 
evolving appropriate technologies in various fields which may be in keeping with 
the factor endowments of the country. In case this is not possible, the under¬ 
developed countries should benefit from the vast fund of knowledge in the field 
of technology of the advanced countries and modify and adapt the techniques 
of the latter according to their social, economic, and technical absorption capacity 
and requirements. 

Facilities to finance such techniques and the supply of raw materials, and wider 
markets will further help in increasing the supply of entrepreneurs. 

The provision of all the above noted social, economic and technological 
institutions will push even the latent entrepreneurship in the right direction. 

The supply of entrepreneurship depends not only on a set of particular insti¬ 
tutions but also upon the development of appropriate personality and motivation 
which should lead to the growth of entrepreneurship in underdeveloped countries 

Professor McClelland in The Achieving Society has propounded a theory based 
on his researches that entrepreneurship ultimately depends on motivation. It is 
the need for achievement (n-achievcment), the sense of doing and getting things 
done, that promotes entrepreneurship. According to him, n-Ach (n-achievement) 
is a relatively stable personality characteristic rooted in experiences in middle 
childhood. Variations in w-Ach levels were correlated with the stories in children’s 
textbooks, and it was found that /i*Ach was very high in the United States of 
America 80 or 90 years ago. It is the highest in Russia and China now. It is 
rising in such developing countries as Mexico and Nigeria. He attributes high 
n-Ach in these countries to ideological reform hypothesis, to Proiestanism in 
Europe and America, to zealous Communist ideology in Russia and China, and 
to the spirit of nationalism in the developing countries. 

No doubt the n-Ach factor is important for the growth of entrepreneurship, 
but it is not possible for underdeveloped countries to wait for 15 or 20 years to 
develop it among children through textbooks alone. 

McClelland along with David Winter 13 conducted experiments in Kakinada 
town of Andhra Pradesh in India and revealed that neither money nor caste or 
traditional beliefs played an important part in the n-Ach factor in the emergence 
of entrepreneurship there. It was found that those who were trained in the Small 
Industries Extension Training Institute at Hyderabad in 1964-65 for a two-week 
motivation programme displayed a more active entrepreneurial behaviour later on. 

Thus, motivations, abilities and congenial environment all combine to promote 
entrepreneurship. Since entrepreneurial motivations and abilities are long-run 
sociological problems, it is better to make the political, social and economic 
environment congenial for the growth of entrepreneurship in underdeveloped 
countries. 


"Motivating Economic Achievement, 1969. 
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role of the state in economic 
development 


TT is now universally recognized that in order to overcome the rigid^s inhe; 
1 rent in an underdeveloped country, the state must play a positive role. It can 
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conducive to economic development. The institutional framework does not 
encourage rational individualistic behaviour, and the spifit of competition and 
enterprise. If economic development is to proceed social attitudes, values and 
institutions entrenched in the joint family, the caste or kinship and in religious 
beliefs must undergo change. These require social revolution. “Social revolu¬ 
tion,’* however, does not imply the rapid overthrow of the existing institutions. 
The process of change has to be evo’utionary. Otherwise, violent social changes 
will lead to discontentment, frustration, unrest and violence. These fa:tors will, 
in turn, inhibit economic growth. Professor Francis Hsu points out that “it 
took Europe ten centuries or more to produce an individualistic orientation of 
life which bore economic fruit two hundred years ago, and there does not seem 
to be any way in which a similar orientation could be generated in a matter of 
years or even decades.’’ 3 Any society attempting to institute it quickly will result 
“either in apathy or revolt.’’ Thus “much depends upon the way in which the 
process of growth and change is set in motion, the speed of the process and the 
extent to which it permeates all sectors of the economy. Generally, a slow but 
steady development is likely to create fewer political, social and economic ten¬ 
sions; and it is likely that an attempt to force the pace too strenuously may also 
be economically wasteful because the social and personal changes may not take 
place which are necessary to enable the individual or the society to form 
the development necessary to enable individuals or the society to profit and 
sustain it.*’ 4 

Economic change is not brought about by institutional changes alone. Econo¬ 
mic change may take place due to increased capital formation or as a result of 
technological change which may, in turn, cause institutional changes. Contrari¬ 
wise, institutional changes may be caused by factors other than economic. Non¬ 
economic factors like changes in religious ideas or political framework may bring 
about changes in institutional.Thus there may be causal relationship between 
economic and institutions changes or these changes may be independent of each 
other. Institutions promote economic growth to the extent that they associate 
effort with reward, permit increased division of labour, expansion of trade and 
freedom to seize economic opportunities. Once the process of change starts it be¬ 
comes cumulative. If a change starts in social institutions, people will seize new 
opportunities which will, in turn, further change the institutions. But it is difficult 
to find out the fundamental cause of change in such a situation. For example, 
it is difficult to say whether it was growing economic opportunities which brought 
about the Reformation and the Counter-Reformation in Western Europe or 
whether it was changing religious ideas that allowed people to seize larger oppor¬ 
tunities for progress. 6 

The new opportunities may come about in many ways. “New inventions may 
create *new commodities or reduce the costs of producing old commodities. New 
roads, new shipping routes or other improvements in communications may open 


*ln Williamson and Buttrick, op. cit ., p. 357. 
•Bauer and Yaracy, op. cit., pp. 70-71. 

•W.A. Lewis, op. cit., pp. 142-144. 



ROLB OF THE STATB IN ECONOMIC DEVELOPMENT 331 


up new opportunities for trade. War or inflation may create new demands. 
Foreigners may arrive in the country, bringing new trades, investing new capital 
or offering new chances of employment." 6 Such new opportunities bring about 
changes in institutions. These changes are gradual and perceptible. They are 
initiated by innovators, the new men, who endeavour to break with the past, 
and mould the old institutional framework into a new setting. 

These innovators are townsmen. They face aod resist political and social forces. 
By providing larger and newer opportunities in the economic field, they are 
ultimately successful in altering old beliefs and institutions. Similarly, contact 
with foreigners may be instrumental in weakening the established pattern of 

society. In India, the building of the railroads, the spread of western education 

and the establishment of industrial centres in the 19th century helped in loosen¬ 
ing social and family ties. It was the new attitude of social rationality which 
gave rise to popular movements for the political freedom of the country. Above 
all, it is the government which plays a crucial role in influencing the institutional 
framework. The government can do a lot by introducing reforms in social cus¬ 
toms and religious observances, in the system of land use, and in the field of 
education. It can also initiate economic growth by maintaining law and order, 
by providing improved public utility services, by fostering new industries, etc. 

2. Organisational Changes 

Organisational changes also play an important role in economic development. 
They include the expansion of the size of the market aod the organisation of 
the labour market. These changes can only be performed by the government in 
underdeveloped countries. It is the state which can develop the means of trans¬ 
port and communications for expanding the size of the market because private 
enterprise is incapable of undertaking such schemes. Besides, the organization 
and development of financial institutions to help the growth of agriculture and 
industries can be undertaken by the state. Such financial institutions can be 
cooperative banks, land mortgage banks, industrial banks, financial aod invest¬ 
ment corporations, etc. 

The organization of the labour market also falls under the functions of the 
government. An organized labour market increases the productivity of labour. 
The government helps in organizing labour by recognising labour unions. It fixes 
working hours, payment of wages, establishes machinery for the settlement of 

labour disputes, provides for social security measures,etc. Such legislations are 
meant to establish cordial relations between the employers aod employees. As a 
result, efficiency of labour increases which increases production and reduces costs. 

Labour is mostly immobile in underdeveloped countries. The majority of people 
live in rural areas and are engaged in agricultural operations for a limited 
period. So they are underemployed or disguised unemployed. Due to lack of 
information, they are not aware of employment opportunities in towns and indus¬ 
trial centres. The government can help them in getting jobs by opening informa¬ 
tion centres in rural areas and employment exchanges in towns. In this way, the 


•Ibid., p. 147. 
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government can help in the mobility of labour. 

When with development labour moves from rural to urban areas, the problems 
of urbanisation arise which are also required to be solved by the government. 
Such problems relate to housing, drinking water supply, electricity, slums, trans¬ 
port, etc. The provision for such services as constructing housing colonies, schools, 
colleges, hospitals, parks, city transport, drinking water, electric supply, etc. 
falls within the perview of state functions. 

3. Social and Economic Overheads 

The provision of social and economic overheads in underdeveloped countries 
falls mostly under the state activities. The need for basic services like railways, 
road transport, telecommunications, gas, electricity, irrigation works, etc, is 
imperative for future development. Their development entails large investments 
which are beyond the capacity of private enterprise in such countries. Not only 
this, investments in public utilities arc risky and their benefits accrue only over 
the long period. It, therefore, devolves on the state to provide these public utilities. 

The government should formulate a plan for the development of the essential 
services on a priority basis. If the immediate need is to provide irrigational faci¬ 
lities, that should be met by concentrating on minor irrigational facilities instead 
of damming a big river. Moreover, the provision for public utility services does 
not necessarily imply that they should be owned and operated by the state. The 
state may approve the plan for a particular project, provide finance and other 
necessary constructional facilities to a private concern which would construct and 
own it. Its working might, however, be regulated by the slate. In fact, the owner¬ 
ship and operation of an undertaking by the state or the private enterprise 
depend on its nature and importance. In India, the development of the means of 
transport and communications falls within the State activities. The railways, the 
airways and communications are Government owned and operated, keeping in 
view their importance in a vast country like India. While the ownership of the 
road transport is in the hands of both the public sector and the private sector, 
though the entire operations are regulated by the State. Owning and plying a bus 
does not involve much expenditure and the returns are also qnck as compared 
to the railways. 

Education. Economic development is not possible without education. As 
Myrdal says, “To start on a national development programme while leaving the 
population largely illiterate seems to me to be futile." 7 For economic develop¬ 
ment. it is the quality of labour that is more important. Unskilled workers, even 
wo.king for long hours, will have a low per capita income. Illiterate and untrain¬ 
ed persons cannot be expected to operate and maintain complex machinery. It 
is by investing in them that their productivity can be increased. It is through 
public education that the state can increase the effective labour supply and hence 
the productive capacity of the nation. An educational programme has to be wide 
aud varied. There is the need for primary education so that every child of school 
goiDg age may receive compulsory education. In order to provide material for 
the universities and to impart larger educational facilities, more secondary schools 

'An fnlernatlonal Economy, op. cit., p. 186. 
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are required to be opened. At the same lime, training institutes are needed for 
imparling instructions to mechanics, electricians, artisans, nurses, teachers, agri¬ 
cultural assistants, etc. In the higher educational echelonare the university educa¬ 
tion and research institutes for turning out ever increasing number of doctors 
administrators, engineers, and all types of trained personnel. “Programmes of 
education lie at the base of the effort to forge the bonds of common cmzenship, 
,o harness the energies of the people and develop .he nation and human resources 
of every part of the country."* Investment in such a vast and diverse field as 
education is only possible through the aegis of the state in underdeveloped 

"investment In human capital is highly productive. An underdeveloped country 
needs agricultural and industrial technicians, doctors engineers. teachers ad¬ 
ministrators, etc., who would lead to a greater increase of the flow of goods and 
seiiiceTThereby accelerating the tempo of development. But the problem of 
providing educational facilities to a multitude of people is not within the capa¬ 
city of an underdeveloped country due to the paucity of funds. Whatever funds 
are available they have to be apportioned on the basis of priorities. And econo¬ 
mists differ on the ques.ion of priorities. Education is both a consumer and an 
investment .ervice To the extent education is an investment, it directly increases 

^Money spent on the education and training of doctors, teachers, engineers, 

"ngt masses equally productive. He argues that ".<> ^ £ 

workers from illiteracy may certainly be ai goa in i s ^wherc in the world 
indispensable siep to any:form ofagricu ^^STj^re . literaie 

peasantry "hat'is m't. Edwatton s'o VfcwedTbecomes a h'fihjy 

exn.ns1on .nd reform on a broad front stretching from a literacy drive to the 

university level, so that in all branches of national life educa,ion becomes the 

Ano,hcr 5pherC i" ' bC a'nd'oro- 

duefivity* rrrX P^ssivel/improved. 


•GOI. Third Five Year Plan. 
•Op. cit p. 183. 
l9 Op. fir., pp. 46-49. 
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Public health measures include the improvement of environmental sanitation 
both in rural and urban areas, removal of stagnant and polluted water, slum 
clearance, better housing, clean water supply, better sewage facilities, control of 
communicable diseases, provision for medical and health, services especially in 
maternal and child welfare, and health education and family planning, and 
above all, for the training of health and medical personnel. All this necessitates 
planned efforts on the part of the public authorities. 

Public health measures assume great importance in underdeveloped countries 
mainly for two reasons: Firstly, they help in the development process by aug¬ 
menting labour productivity and efficiency; and secondly , by reducing the mor¬ 
tality rate they tend to increase the rate of population growth, thus making it 
imperative for the state to adopt family planning and speedy development pro¬ 
grammes. But all development efforts will be futile if the growth in numbers is 
not checked. Since the death rate is already on the decline in underdeveloped 
countries the remedy is to bring down the birth rate from 40 per thousand pre¬ 
vailing in such countries to 20 per thousand. No doubt there is greater need for 
accelerating development, but to increase per capita income and improve the 
standaid of living, the rate of population increase must be checked and family 
planning programmes be given top priority. Dr Stephen Enke has calculated that 
the value of a new born baby’s life-time net consumption in an underdeveloped 
country is approximately 125 dollars after discounting his life time future pro¬ 
duction. 125 dollars is a negative value and an economic burden on overpopulated 
underdeveloped countries. 11 

Family planning is the deliberate reduction of birth rate. India is among the 
first underdeveloped countries to adopt family planning programme on a govern¬ 
mental level. The First Five Year Plan stated: ‘it is apparent that population 
control can be achieved only by the reduction of the birth-rate on the extent 
necessary to stabilize the population at a level consistent with the requirements 
of national economy. This can be secured only by the realization of the need for 
family planning on a wide scale by the people and next, on providing the neces¬ 
sary advice and service based on acceptable, efficient, harmless and economic 
methods. Family limitation or spacing of the children is necessary and desirable 
in order to secure better health of the mother and better care and upbringing of 
children. Measures directed towards this end should, therefore, form part of 
public health programme.*’ The Third Five-Year Plan further stresses that "the 
objective of stabilizing the growth of population over a reasonable period must 

be at the very centre of planned development-This will involve intensive 

education, provision of facilities and advice on the largest scale possible and 
widespread popular efforts in every rural and urban community. . . . Family 
Planning has to be undertaken, not merely as a major development programme, 
but as a nation-wide movement which embodies a bas : c attitude towards a better 
life lor the individual, the family and the community." 12 

Family planning programme should consist of: 


"Op.dt. pp 363-371. 
"Op. eit., p 675. 
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Planning services can be integrated with t industrial, and other 

Family Planning clinics shouldbe opened in twal areas, „ lhe art 0 f 

establishments. There should be «oMe “.U izalions caD als o be taken. The 
Family Planning. The help of voluntary g distribule contraceptives, and 
Family Planning centres should "*"*** ftey b e subsidized by the 

even undertake vasectomy free of charge. 7 

government. network of centres for the 

3. Establishment and maintenance of a large netwo 

training of workers. .. . . , m( ..i ica i and population 

4. An expanded research programme l "^ 0, ° 8 , * do l of studies of 

problems. In India such a programme include! ‘ r V ductioD . ////) development 
human genetics; (//) studies in the physiology o P s ^ iia51c ora | contra- 

of more effective local contraceptives; (t») development _ , , 0 invesli . 

ceptive; and (v) follow-up of sterilization cases, both male 

gate after-effects in such cases. i„Hiornouslv so that their supplies 

5. Contraceptives should be manufacturedI in * y . programme, 

should not lag beh.nd to implement a widespread Family room g P 
Moreover, they should be simple, cheap and sa c - birlh jn an undcr . 

6. As already pointed out above, the cost o p ma|c|y , 2 5 dollars, 

developed country, according to Dr Stephen Enke. PP govern- 

He. therefore, advocates M schemes to reduce bir h r e, g 

men, should pay a bonus “ *o« n »« b - wif{ 
bonus to a married man w.th two cb.ldren who wt.h We ^ poor _ 

submits to a free vasectomy. ^L. the latter 

this bonus scheme can be a good mce a(nounting I0 Rs 100 along 

method has been ad ;’ p " d y ^ y 8 dergoing vasectomy. As an alternative 

with a week's leave with pay t P j( js * e||e( . t0 introducc a bonus scheme 

to the first scheme *“M * y ^ ; evo | ul ionaty intra-uterine contraceptive 
in the case of those women ••Iood” for birth control for a mini- 

Some protogonists of family pla 61 ^ ^ ^ ^ cxamplc of , apan t0 


>Mn India, aboriioo has been legalized from 1976. 


336 THE ECONOMICS OP DEVELOPMENT AND PLANNING 


through social and religious taboos for the use of commonly known contracep- 
tives, the government can introduce legalized abortion only at its own peril. Its 
political repercussions are bound to be very serious. Where people have religious 
scruples, abortion is regarded as a sin. Even otherwise, its psychical and physical 

effects are dangerous for the mother. So, no government would be prepared to 

approve of legalized abortion in the presence of other cheaper, safer and easier 

methods of birth control. _ 

To sum up. in the words of Lewis. “One needs to put all the ingredients into 
this pie; to convert social leaders into seeing the dangers of a high birth rate, so 

that the taboos and religious sanctions turn against it, instead of its favour; to 

raise standards of living and education rapidly, so that women find it convemen 
to have fewer children; and to make widespread propaganda about birth control 
techniques. Action is needed on all fronts simultaneously.' 


4. Agricultural Development . . , , . - 

Agriculture is the predominant occupation in underdeveloped countries and 
contributes more than half the share of the national income. Despite this, 
agriculture remains in a state of stagnation. The share of the national income 
is disproportionately small in relation to the number of persons engaged in 
it. For instance, in India about 70 per cent of the population is engaged in 
agriculture while it contributes roughly 50 per cent to the national income. 
The fundamental cause is the low agricultural productivity per acre. The reasons 
for the low yield arc the uneconomic size of the holdings, the fragmentation 
of land holdings, the defective land tenure system characterised by high rents, 
and insecurity of tenure, the lack of adequate credit facilities, indebtedness, the 
absence of irrigation^ facilities and dependence on rainfall, the use of obsolete 
methods of production, and the excessive pressure of population on land. 

In underdeveloped countries the peasants arc poor, illiterate and ignorant. 
They lack organisation. They do not possess sufficient motivation for making 
improvements in land. Their way of living is regulated by customs and tradi¬ 
tions. It, therefore, falls within the purview of the state activities to introduce 
land reforms and prepare plans for agricultural development. The success of a 

plan will ultimately depend on the extent to which agricultural productivity is 
increased. Increases in agricultural production arc essential so as to meet raw 
material requirements of industry, to attain self-sufficiency in foodgrains, to hold 
the price line, to raise larger resources for purpose of development, and to utilize 
in an effective manner the unutilized and underutilized manpower resources of 


the economy. 

Shriraan Narayan has listed the following “main elements in the preparation 
of agricultural production plans at the village level: (/) full utilization of irriga¬ 
tion facilities, including maintenance of field channels in good conditions for the 
beneficiaries, repairs, and maintenance of community irrigation works; (i7) in¬ 
crease in ihc area under multiple cropping; (iii) multiplication in the village of 
improved seed and its distribution to all cultivators; (/v) supply of fertilizers, 
(v) programmes for composing and green manure; (vi) adoption of improved 
agricultural practices, eg., soil conservation, contour bunding, dry farming, 
drainages, land reclamation, plant protection, etc., (vi'i) programmes for new 
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minor irrigation wo*, to be —» 

participation and on an mdmdual %«• for increasing production of 
improved agricultural impl lcBen J f P development of poultry, fish and dairy 
vegetables and fruits; (x )^prog ( of slud bulls, esUblishment of arti- 

product,; (xi) an,m ;'^“J^astration of scrub bulls, etc; and (xll) program- 
ficial insemination centr fue , p | an i a tions and pastures.”** 

me for the development of the ^8^ mme$ win , however, depend on 

The success of ^ J farmer, are organised in cooperate soclel.es and the 
the extent to which the f uh the requirements of the agncul- 

governmental machinery is , P heie should be close liaison between 

turists at the lbr0 ugh an institution like the Com- 

the government and the g becn a phenomenal success in the 

munity Development Orgam at, J^. * borfOW P ed (be idea fr0 m the former. 

United States, and in India, ca . msai raising ag , icu ltural produc- 

The Community Devdopment P ^ of cultivalion . better seeds, fertilizers 
tivity through the use ° f b * icullura l practices. It envisages improvements of 
and adoption of impr ? health and sanitation services in the rural 

irrigation, road communica ,ons h«Hh an d ^ Bt of ■'agro-type” 

areas. This program®: also products . Above all. it aims at 

village industries, and fish. ook of the rur al people so as to attack 

prance, sc.ua,or and unemployment- that 

pervade an underdeveloped country g[amm es will, however, depend 

The success of the government. The main objectives 

^ land reform measures^ ^ PlanDIDg Commission have 

Of land reform measures, accordhog increase in agricultural pro- 

been two-fold: (0"«o inh e,ited from the past. This should 

ductivity as arise from the agrar a5 possjble an agricultural eco- 

hclp create condition, for evoWmg P .. and (i/) - t o eliminate all 

nomy with high levels of P wi^in , he agrarian system, to provide 

elements of expioitationand i s , a(us an(J opporluni , y , 0 all sections 

security for'tta titer and^ “^ Xm measures include; (0 abolition of inter- 
of the rural population- L * ^ ^ |enaDl$ . (J) right , 0 purchase land which 
mediaries; (2) security permanent improvements made on land 

renants cultivate; chargfd by la „ do wners;(6) fixation of ceilings on 

agricultural ^'^^^^.rwe'stould nmfoSefthat for sustained develop 

and a reasonable amount of stabil y a , ow level, for low prices 

*bat Pr^. rf ^^^-£S^^on.Wyf«r prices should be 

a fi C xed S fo a r".ura, products which should be guaranteed by the state. 


■•Trend, in Indian Planning, op. ell.. PP- «-«• 
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5. Industrial Development . t , . .. 

Another important function of the state is to develop the economy industrially. 

In underdeveloped countries, natural resources are undeveloped or less developed. 
These countries which remained under the colonial rule their natural resources 
were mercilessly exploited for the foreigners who ruled over them. Therefore, it 
is not in national interest to leave the development of natural resources in the 
hands of foreign-dominated private enterprises in such countries after their 
independence. It devolves on the state to nationalise its mines, plantations, etc. 
It should get its natural resources surveyed, adopt a proper policy for their 
exploitation and development, and also establish industries for their most profit¬ 
able utilisation. 

In such countries, the private sector is primarily engaged in the manufacture 
of a few consumer goods for domestic consumption. But to accelerate the rate 
of economic development, the establishment of basic and key industries like iron 
and steel, heavy electricals, heavy chemicals, fertilisers, machine tools, etc. is 
essential. Such industries require huge investments and have long gestation 
periods. Private enterprise is therefore reluctant to enter these areas of produc¬ 
tion. Thus it becomes the duty of the state to start industries in such fields. 

Again, some consumer goods industries like sugar, cloth, etc., need rationalisa¬ 
tion as they generally operate with old and worn out machines and techniques. 
On the other side, there is need to establish export promotion and import sub¬ 
stitution industries for rapid economic development. Moreover, industries are 
concentrated in few big towns while the rest of the countryside is backward and 
devoid of any industries. 

In order to overcome all these problems, it is the duty of the state to formulate 
and implement a judicious industrial policy so that necessary encouragement 
should be given to the development of cottage, small and large scale industries. 
A policy of decentralisation of industries should be followed so that industries 
should be spread over all areas in accordance with their factor endowments. Even 
the adoption of a policy of establishing focal points of industries in and around 
small towns can go a long way in developing local resources and providing larger 
employment opportunities. 

The state can also help in the growth of private industries by importing raw 
materials, capital equipment, machinery and technical know-how. The state can 
also help private enterprise in establishing industries by providing such facilities 
as cheap finance, tax rebate, power, water, transport, communications, cheap 
land for building factories, etc. Last but not the least, it is the state which can 
help the development of backward areas by starting public enterprises itself and 
by encouraging private enterprise to set up industries, thereby giving various 
facilities and concessions mentioned above. 

6. Monetary and Fiscal Policies 

The government also helps in economic development by adopting various 
monetary and fiscal policies. By adopting appropriate monetary and fiscal 
policies, the state is able to remove social, institutional and economic bottlenecks 
in underdeveloped countries. Monetary policy plays an important role in accelera¬ 
ting development by influencing the cost and availability of credit, by controlling 
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r:srri, government tries to correct inequalities of 
I, ,s through fiscal policy that * in underdeveloped countries. 

income and we Uh h unesseQ | > ial imporls , counteracts inflationary 

lt expands internal dcs|rabk types 0 f development projects. and 

pressures, prowd and inveslmenl . For „i these, the govern- 

m“;l appropriate taxation, budgetary, expenditure and public borrowing 
policies. 

7. Increase in For *'*“ forejgD trade 0 ,i e nted but the size of foreign 

Underdevelope ^ quantity is very small. They primarily export some 

tra de •“**"“ Hke minera | s raw materials, and agricultural products, and in 

P "hanee P import manufactured consumer goods and capital goods. S.nce the 
exchange •■port 1 ' (han , he formcr goo ds. the value of their imports is 

25 s£ »h»« «»>« ° f "p° r,s This ieads ,o proble r of balance f paymcD,i 

H Of oreign exchange which can only be solved by the government. 
an d of foreign « B (hese problems by adopting export promotion and 

imnortrobstilution policies. It helps expoiiers by timely import of raw materials 
aXaS equipments needed for the production of exportable goods, removing 
!xtr res,nct,ons. providing credit, insurance and transport facilities to 
P and restraining growth of domestic consumption of commodities 

through fiscal or direct measures. Further, the state can provide tax incentives, 
entenlw bilateral trade agreements with other countries, and participate in 
trade fairs in foreign countries for marketing exports. 

Another important measure usually adopted by the government is to encourage 
imoort-subsbt ution industries. For this purpose, it levies import dunes, quotas 
impo |ti_., chance rates as price-protective devices, while tax 

exemptions “and subsidies are used to reduce costs in impor.-substi.u.ion 

through foreign aid that the government tries to remove balance of 
tiff.cult,es It imports capital goods, components, raw materials, oil. 
Seal know-how. etc., directly from foreign countries or through international 

a8 Tht S bv expanding the size of the markets for country’s goods through foreign 
trade the state is able to raise income, investment, and employment levels of the 

economy. 
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ROLE OF FOREIGN TRADE IN ECONOMIC 
DEVELOPMENT 


INTRODUCTION 

T HE role of foreign trade in economic development is considerable. The 
classical and neo-classical economists attached so much importance to inter¬ 
national trade in a country’s development that they regarded it as an engine of 
growth. The opposite view holds that historically foreign trade has led to inter¬ 
national inequality whereby the rich countries have become richer at the expense 
of the poor countries. It is. therefore, contended that even if underdeveloped 
countries arc required to sacrifice the gains from international specialisation, they 
can attain a higher rate of development by following the policies of import 
substitution and deliberate industrialization, and expand output for domestic 
consumption. We shall first discuss how international trade helps economic deve¬ 
lopment and then the opposite view as to how far it has inhibited the develop¬ 
ment of underdeveloped countries. 

t°rade r po"s«sef greal importance to underdeveloped countries^ 
provides the urge to develop, the knowledge and experience that make develop¬ 
ment possible, and the means to accomplish it.' Haberler opines. My over 
conclusion is that international trade has made a tremendous contribution to the 
development of less developed countries in the 19th and 20lh centuries and 
be expected to make an equally big contribution m the future! ■ ■ ■ 
substantial free trade with marginal, insubstantial corrections and deviations, 

the best policy from the point of view of economic development. 

Direct Benefits. When a country specialises in the production of a few goods 
due to international trade and division of labour, it exports those commoditie 

which it produces cheaper in exchange for what others can produce at a low r 

cost. It gains from trade and there is increase in national income whtch .n turn 
raises the level of output and the growth rate of economy. Thus the higher leve 
of output through trade tends to break the vicious circle of poverty and promotes 

''^n‘u'nderde'velo^d country is hampered by the small size of its domestic 
market which fails to absorb sufficient volume of output. This leads 
inducement to investment. The size of the market is also small because of low pc 

capita income and of purchasing power. International trade widens the market 

Trait and Economic Dtrtlopmcnl. 1959. Italics mine. 
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and increases the inducement to invest, income and saving through more efficient 
resource allocation. Moreover, many underdeveloped countries specialise in the 
production of one or two staple commodities. If efforts are made to export 
them, they tend to widen the market. The existing resources are employed more 
productively and the resources allocation becomes more efficient with given pro¬ 
duction functions. This is- a direct advantage of foreign trade, according to J.S. 
Mill. The expansion of the market leads to a number of internal and external 
economies and hence to reduction in cost of production. 3 Foreign trade also 
helps to transform the subsistence sector into the monetized sector by providing 
markets for farm produce and raises the income and the standards of living of 
the peasantry. These are the direct gains from international trade. 

Indirect Benefits. Besides, there are indirect dynamic benefits of a high order 
from foreign trade, as pointed out by Mill. By enlarging the size of the market 
and the scope of specialisation, international trade makes a greater use of machi¬ 
nery, encourages inventions and innovations, raises labour productivity, lowers 
costs and leads to economic development. Moreover, foreign trade acquaints 
people with new products, tempts and goads them to work harder to save and 
accumulate capital for the satisfaction of their new wants. It also leads to the 
importation of foreign capital and instills new ideas, technical know-how, skills, 
managerial talents and entrepreneurship. Lastly, it fosters healthy competition 
and checks inefficient monopolies. 4 Let us study these indirect benefits of foreign 
trade to underdeveloped countries in detail. 

First, foreign trade helps to exchange domestic goods having low growth- 
potential for foreign goods with high growth potential. The staple commodities 
of underdeveloped countries are exchanged for machinery, capital goods, raw 
materials, and semi-finished products required for economic development. Being 
deficient in capital godds and materials, they are able to quicken the pace of 
development by importing them from developed countries, and establishing social 
and economic overheads and directly productive activities. Thus larger exports 
enlarge the volume of imports of equipment that can be financed without endan¬ 
gering the balance of payments and the greater degree of freedom makes it 
easier to plan domestic investment for development. 5 

Second , foreign trade possesses an “educative effect." Underdeveloped countries 
lack in critical skills, which are a greater hindrance to development than is the 
scarcity of capital goods. Foreign trade tends to overcome this weakness. For, it 
is, in the words of Haberler, “the means and vehicle for the dissemination of 
technical knowledge, the transmission of ideas, for the importation of know-how 
skills, managerial talents and entrepreneurship." The importation of ideas, skills 
and know-how is a great stimulus to technological progress in underdeveloped 
countries. It provides them with an opportunity to learn from the successes and 
failures of the advanced countries. Foreign trade helps in accelerating the deve¬ 
lopment of poor countries by facilitating the selective borrowing of ideas, skills 
and know-how from the developed countries and adopting them in accordance 

•J.R. Hicks, Essays In World Economics, 1959. 

«G. Haberler, op. cit. 

•A.K. Cairncross, op. clt. 
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and Soviet Russia has • thcsc wor ds- “It is hardly possible to ove- 

primary sources of P r °* r '“ . ( f lhe importalion of foreign capital 

ThU f‘ /° , *| , g n rf cotinwte ^there were no foreign trade, foreign capital 

in underdeveloped countri . rcountties . The volume of foreign capital 

would not flow - e r. P^ Qf , rade . The , arger the V0 | U me 

depends, among other can pay back interest 

of trade, the greaterwill bj .he ease with *h|C ^ ^ ^ capjlal for eaport- 

and principal. It >s. - • subsljlulion and pu bl.c utility industries. 

increasing industries ’ha P iraDorting country, the use of foreign cap.ul 

But from Ihe point o vi utilities and manufacturing industries is more 

for import substitution, public utdil.es ana ■ ^ promotioD . 

beneficial for mcr easmg employment, output and income but 

Foreign capital not * P f payments and inflationary pressures. Further, it 
also smoothens the balanc P k * how skl || s , ideas, and trains native labour, 
provides machines, equipme . • through lrade , ,. S . Mill wrote. 

Emphasising the mportan production no longer exclusively 

■•The foreign c»P.« «^ o V^ d Vn^ 0 , * b « inhabitant, themselves, while it 

r^^-^^^reased ambition and greater .hough. 

for the future."’ an underdevelope d country indirectly.by fostering 

hcaUhy^competition and checking J1SLSSZ 

— 0D lhe 

grounds ° f iQ J" , ,n J“ S,r i y n ^dditiT to the static gains resulting from efficient 
aSion with given production functions, powerfully contributes ,n 
above, by transforming existing production functions and 

pushing them upwards and outwards.* 

The Opposite View comparative cost doctrine, has 

J TJSZ ZSXSX —™ — “ 

•Principles of Political Economy. Vol. II. Book 111. 

'Ibid., Vol. I. Book I. 



346 THB economics op dbvblopmbnt AND PLANNING 


historically international trade has retarded the development of underdeveloped 
countries. As Myrdat says, “A quite normal result of unhampered trade between 
two countries of which one is industrial and the other underdeveloped is the 
initiation of a cumulative process towards the impoverishment and stagnation 
of the latter.” Three arguments are usually advanced in support of this view 
that international trade has impeded development. One , the adverse effect of 
international capital movements; two , the operation of the international demons¬ 
tration effect adversely; and three , a secular deterioration in the commodity terms 
of trade. Let us critically examine these factors in detail. 

One , it is maintained that the movement of capital from the rich to the poor 
countries has led to a lop-sided pattern of development. Foreign investments 
have resulted in the production of primary products for export at the expense of 
domestic production. The export sector is primarily a capital-intensive fixed- 
coefficient sector which has failed to absorb sufficient labour force. The domestic 
sector is, on the other hand, a labour-intensive variable coefficient sector which 
is neglected and backward. In this sector, investment is low. It has failed to 
expand and create larger employment opportunities. Rather, it has led to dis¬ 
guised unemployment. Again, it is said that foreign owned plantations and 
mines have exploited native labour by paying low wages through monoposonistic 
buying. Further, foreign investments have led to the drainage of the domestic 
resources in the form of profits and interest to the capital-exporting countries. 

Its Criticism. But all this criticism is unfounded. There is no empirical evidence 
to prove that the development of the export sector has been at the expense of 
the domestic sector. Foreign investment has never stood in the way of domestic 
investment. It is, however, the small size of the domestic market and the lack 
of sufficient cooperant factors in underdeveloped countries that have induced the 
foreign investor to invest in the export sector. Nevertheless, as pointed out by 
Nurkse, “even unsteady growth through foreign trade is surely better than no 
growth at all.” In reply to the other points of criticism of foreign trade indicated 
above, he writes, “Foreign capital working for export has usually led to an 
additional demand for local labour, increased wage incomes, expenditure on 
local markets, new sources of taxation, and, in the case of mineral concessions, 
lucrative profit-sharing arrangements. All these benefits have helped to promote 
expansion in domestic economy." 1 * 

Two, it has been contended that the operation of the international demons¬ 
tration effect through foreign trade has adversely affected capital formation in 
underdeveloped countries. Again, this is not a correct view. In the majority of 
underdeveloped countries the urban sector is small and in so far as they import 
food articles and primary products, the demonstration effect is weak. 

Its Criticism. The adverse effects of the demonstration factor are also 
exaggerated. Emulation of higher standards of living and superior consumer goods 
acts as an incentive to increased effort and productivity on the part of the people 
of underdeveloped countries. It encourages the development of service occupa¬ 
tions to supply superior goods. It also exercises a healthy influence in stimulating 

‘•R. Nurksc. "Trade Theory and Development Policy,” in Economic Development In Latin 
America, (ed.) H.S. Ellis, 1961. 
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local initiative and enterprise. Again, the adoption of the western consumption 
standards tends to influence the subsistence sector favourably. The incorporation 
of milk eggs, vegetables, and fruits in diet induces agriculturists to produce them 
more for the market, in addition to subsistence production. It involves the invest¬ 
ment of more capital and making improvements in agriculture, dairy and poultry 
production. This also provides increased employment, income and leads to fur¬ 
ther capital accumulation. The subsistence economy itself lends to be converted 
,o an exchange economy gradually. The government is encouraged to provide 
more amenities in the form of improved means of transport, communications, 
irrigation, power, etc. There is also a tendency on the part of the people to 
move from the villages to towns to seek jobs in those secondary and service 
occupations which produce the new consumer goods and services. Imitation of 
advanced production methods further helps in increasing the rate of capital 
accumulation in underdeveloped countries. Governments in such countries have 
encouraged the transmission of improved techniques like the !L-D processlof 

steel production, the introduction of high-yielding maize hybrids, and Mexican 

wheat the japanese method of rice cultivation, improved seeds and fertilizers, 
etc His therefore, not wholly correct to say that the international demonstra¬ 
tion effect inhibits the propensity to save and the rate of capital formation in 
underdeveloped countries. In fact, by imitating the consumption and investment 
patterns of the advanced countries they have been able to accelerate the pace of 

“X” iC i P n r0 ,he'opin,on of Prebisch there has been a secular deterioration in 
the terms of trade of the underdeveloped countries. He maintains that over 
the last seventy years the peripheral underdeveloped countries have ^red 'vi h 
fatal effects of a continuous weakening in tbe.r capacity to import. It has led o 
the weakening of the capacity of their existing primary-producing industries to 
support their growing populations; it has resulted in a failure to transmit to them 
the benefits of technical progress; it has made every individual country s mde- 
nendent efforts to raise the productivity of its primary-producing industry result 
, 0 the deterioration of their terms of trade, unemployment, and balance of pay¬ 
ment disequilibrium; it has finally lowered their rates of capital formation and 
thus of their economic growth." So a secular deterioration in the terms of trade 
of the underdeveloped countries implies that there has been an international 
transfer of income from the poor to the rich countries and that the gams from 
international trade have gone more to developed countries at the expense of the 
former, thereby reducing the level of real income and hence the capacity for devc- 

‘Tclitlebm. This connection is conjectural and based on obsolete data. In 
the first instance, every underdeveloped country is dependent upon a very nar- 
' row range of export of primary products. Moreover, such countries produce only 
a part of the world's total exports of minerals and agricultural product*. Ca. n- 
cross'i has shown that in 1937, the volume of primary products from the indus¬ 
trial countries was slightly lower than in 1913 while exports from non-mdustr.al 
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countries were over 50 per cent higher. By 1950, there had been a spectacular 
change when exports from other countries fell sharply. In 1957, both groups had 
added 50 per cent to the volume of their exports of primary products. Thus both 
groups experienced 50 per cent expansion in the volume of exports between 1950- 
57. Lastly , this view fails to take into account changes in the pattern of exports 
and imports of underdeveloped countries. Underdeveloped countries are no lon¬ 
ger exporters of primary products aod importers of manufactures. According to 
GATT, they import only one-third of their total consumption of manufactured 
articles and even this proportion is on the decline. They produce the remaining 
two-thirds at home. 12 Mostly they import capital goods, raw materials and food¬ 
stuffs. Manufactured consumer goods hardly form 10 per cent of their total 
imports. On the other hand, their exports consist of textiles, light engineering 
goods, machine tools, steel, and a variety of manufactured consumer goods. 
Cairncross 13 estimates that a group of items consisting of petroleum, beverages, 
textiles, fibres, base metals, sugar, oilseeds, fats, and rubber make up nearly three- 
quarters of the total exports of primary products of the underdeveloped coun¬ 
tries and less than 40 per cent of the exports of primary products from developed 
countries. Over the past century, the share of underdeveloped countries in world 
trade for these selected items has risen from 43 to 64 per cent. The reason for the 
deterioration in the terms of trade of underdeveloped countries has not been the 
declining world demand for their primary products, but inflationary pressures 
leading to high costs and prices, and a large external deficit which act as a drag 
on their exports. 

Conclusion. Thus it is an erroneous view that international trade has operated 
as a mechanism of international inequality and has retarded the development of 
underdeveloped countries. Rather, foreign trade has acted as an engine of growth 
for them. Thus Cairncross is right in saying, “Over the past century and a half 
the growth of international trade has continued to open up new opportunities 
of specialisation and development for the countries engaged in it. These opportu¬ 
nities were particularly in the primary producing countries overseas that were 
still in the process of settlement, since trade enabled them to bring into use 
unexploited natural resources and freed them from the limitations of their own 
domestic markets.” 

Note on Prebisch-Singer Thesis 

The Prebisch-Singer thesis enunciates that the secular deterioration in the 
terms of trade has been an important factor in inhibiting the growth of under¬ 
developed countries. The terms of trade between the peripheral (underdeveloped 
countries) and the cyclical centres (developed countries) have shifted in favour 
of the latter because monopolistic elements in their product and factor markets 
have allowed them to keep the benefit of their technological progress in the form 
of rising factor incomes, whereas in the former the gains in productivity have 
been distributed in price reductions. 


li In(crnaioinal Trade, 1959 GATT. 
ll O P . at. 



ROLE OP FOREIGN TRADE IN ECONOMIC DEVELOPMENT 349 


Prebisch assumes that the capacity to import or income terms of trade is the 

determining factor of economic growth in underdeveloped countries and the 

terms of trade is the most important‘conduit- for transmission of productivity 

gains from cyclical centres to the peripheral countries. His contention is that in 

the organic growth of the world economy, over the last seventy years, (he pri¬ 
mary producing or the ‘peripheral' countries have failed to share in the gams of 
this world economic growth generated by the‘cyclical centres and the reason 
for this has been their declining capacity to import.-* He points out on the basis 
of the United Kingdom’s terms of trade with the poor countries that between 
the 1870 ‘s and the 1930‘s there was a secular downward trend m the prices of 
primary goods relative to the prices of manufactured goods. The reason for .heir 
price movements, according to Prebisch. has been that in the centres the^incomes 

of entrepreneurs and productive factors increase relatively more than product.- 

vitv wheras in the periphery the increase in income is less than that in produc¬ 
tivity. ... I" other words, while the centres kept the whole benefit of technical 
development of their industries, the peripheral countr.es cannot ^-' 0 *h'm 
share of the fruits of their own technical progress. The peripheral countries 
have not only failed to share in the productivity gains of the advance 
but also in retaining their own productivity gams 

“of underdeveloped ...n,H„ I. e.pom of W ^ 

t,Lined countries, lerpelp •• » result of investment b» *e Lite. ““ ““ 

Of the three factors, the last one has been crucial in .rapovensh.ng the under- 
i rmintries because the industrialized countries have gained in the form 
of higher wages and profits by exporting manufactured articles to underdeveloped 
countries at higher prices whereas as the gains infood and raw material production 

..F A- Mehta. "The Effects of Adverse Income Terms of Trade on , h e Secular G.ow.h of 

'•H.W. Singer, "The Distribution of Gains Between Investing and Borrowing Countries. 
American Economic Review, May 1950. 
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in the underdeveloped countries have been dissipated in price reductions thereby 
again benefiting the industrial countries. This is reflected in rapidly rising 
standards of living of the latter as against the former. The operation of Engel's 
Law has been a major factor in accentuating price differentials between the ‘peri¬ 
pheral’ and the ‘centre.* As incomes rise, the demand for food rises more slowly 
than the demand for manufactured articles. As a result of technical progress in 
manufacturing, there is reduction in the amount of raw materials used per unit 
of output. Thus the demand for raw materials falls. This fall in demand along 
with low price elasticity of demand for both raw materials and food results in 
large price falls, both cyclically and structurally. Thus the industrialized countries 
have enjoyed beneficial cumulative effects in their dual capacity as consumers of 
imported food and raw materials at low prices and as producers of high-priced 
exportable manufactured articles, whereas underdeveloped countries suffered 
both as producers of low-priced food and raw materials and consumers of high- 
priced imported manufactures. 

According to Singer, the fairly widespread impression that this trend toward 
deterioration in the terms of trade of primary producers has been reversed since 
pre-war days has not been borne out by facts. The underdeveloped countries have 
failed to benefit from high prices for their primary products because they use the 
profits for expanding their production rather than investing them in capital 
goods. Conversely, when prices are low they do not have the means to indus¬ 
trialize, though the desire is great. Here again it seems, writes Singer, “that the 
underdeveloped countries arc in danger of falling between two stools: failing to 
industrialize in a boom because things arc as good as they are, and failing to 
industrialize in a slump because things are as bad as they arc." 

Professor Gunnar Myrdal 17 has supported the Prebisch-Singer thesis. According 
to him, “most of the underdeveloped countries are saddled with a basket of 
traditional export goods, ... the prices of which have been lagging behind." As 
a result, the terms of trade between agriculture and manufacturing in the world 
have shifted in favour of manufacturing. This is because monopolistic elements in 
the product and factor markets of the world, enable the developed countries to 
enjoy the benefit of their technological progress in the form of rising factor 
incomes. On the other hand, the gains in productivity enjoyed by underdeveloped 
countries have been reduced by reductions in the prices of their primary goods. 
Thus international trade increases income inequalities between the rich and the 
poor countries by creating highly unbalanced economics and by causing a decline 
in their long-term terms of trade. 

Professor Jagdish Bhagwati has carried the idea further in terms of his theory 
of Immiserizing Growth.'* According to Bhagwati, due to technical progress and/ 
or factor accumulation, economic expansion leads to a sufficiently acute deterio¬ 
ration in the terms of trade of underdeveloped countries. This leads to a loss of 
real income outweighing the primary gain in real income resulting from the 
growth itself. 

The remedy Singer suggests is that underdeveloped countries should absorb 

‘Mntcrnaiional Economy, Op. cit. 

"Review of Economic Studies, June 1958. 
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terras of trade found no confirmation in the data for the United States. One is 
that there ha$ been a substantial long-term improvement in the term of trade of 
developed countries, including the United States; the other, that there has been 
a significant long-term deterioration in the terras of trade of primary as com¬ 
pared to manufactured products. Although there have been very large swings in 
US terms of trade since 1879, no long-run trend has emerged. The average level 
of US terms of trade since World War II has been almost the same as before 
World War I.” 

3. It is not correct to identify that all underdeveloped countries export pri¬ 
mary products and all developed countries export manufactures because there 
are many underdeveloped countries like India which also export manufactures, and 
developed countries like Australia and Denmark often export primary products. 

4. The argument that monopolistic element in the industrial countries have 
kept the benefits of technical progress with themselves and have hurt the pro¬ 
ducers of primary products in underdeveloped countries has not been proved by 
any empirical evidence. 

5. The contention that the operation of Engel’s law tends to reduce secularly 
the demand of industrial countries for primary products has been exaggerated 
because this law applies to food and not to raw materials. Moreover, ‘relative 
prices depend not only on demand but also on supply conditions which are 
likely to change profoundly over long periods.’ 

6. According to Fredic Mehta. 21 the terms of trade is not the most important 
determinant of economic development. Though productivity gains have not been 
passed on to the underdeveloped countries in the form of low-priced manu¬ 
factures, yet they have been passed on to them in the form of product improve¬ 
ment,' ‘product inventions’ and 'product diversification.' They have actually 
benefited from foreign investments. 

7. It is unreasonable to infer from the conditions of 1870 to 1930 that there has 
been a secular deterioration in the terms of trade of underdeveloped countries 
due to the declining world demand for their primary products. Tremendous 
changes have taken place in methods of production and transportation in world 
production and trade, and in world population and standards of living since 
1870. It is, therefore, not possible to assess their impact on the terras of trade. 

8. As a policy measure. Prcbisch suggests protection while Singer favours better 
utilisation of foreign capital. There is no dispute with regard to Singer’s sugges¬ 
tion, but Prcbisch has been severely criticised for his protectionism. Myrdal doubts 
that the underdeveloped countries possess sufficient monopoly or monopsony 
power to improve their terms of trade by imposing import or export duties. Even 
if they were to have monopolistic cooperation, the gain would be short-lived 
because it could be negated by retaliatory measures or by changes in the value 
ol the demand and supply elasticities.-* 1 The policy measures arc weak because 
they fail to emphasize the importance of export promotion, import substitution 
and monetary and fiscal measures to correct the terms of trade. 

"F.A. Mehta. * I he iiirecis of Adverse Income Terms of Trade on the Secular Growth of 
Underdeveloped Countries," Indian Economic Journal, January 1957. 

*'G. Myrdal, An International Economy, 1955. 
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COMMERCIAL POLICY AND ECONOMIC 
DEVELOPMENT 


INTRODUCTION 

C OMMERCIAL policy plays an important part in the economic development 
of an underdeveloped country. Commercial policy may be defined as one 
that helps in accelerating the rate of economic development: (a) by enabling the 
underdeveloped country to have a larger share of the gams from trade; ( b) by 
augmenting the rate of capital formation; (c) by promoting industrialization; and 
(d) by maintaining equilibrium in the balance of payments. 

Various arguments have been put forth in support of such a commercial policy 
which inevitably aims at the adoption of protection. 

1. The Terms of Trade Argument. The increase in the gams from trade of an 
underdeveloped country is based on the terras of trade argument. A sh.ft in the 
terms of trade in favour of an underdeveloped country is tantamount to an 
increase in its national income. If a country imposes a tariff that br.ngs about a 
fall in import prices or a rise in export price-, it will result in tmprovmg its term 
of trade. This will naturally help in financmg economtc development. For. its 
income w,ll increase and it will be in a position to import larger quanl.t.es of 

Ca ItT'lJnotations. On the face of it. this argument sounds logical but it is not 

without certain reservations. Firs,, an improvement in the term of_ tradeMWj 
have little relevance to capital formation, if the increased « M “*** 

but dissipated on domestic and imported goods. Mere saving is not enough^ 
What is required is its investment in capital goods. Second, for such a tanff 
policy to be successful, the tariff-imposing country should have suffic,c °‘ ™°"°. 
doIv or monopoly power. But this is not possible unless the underdeveloped 

countries act as a united economic group. In reality such a 

would be only a short-term gain which would be eliminated quickly by retaliatory 
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measures by other countries, changes in elasticities or by changes in the govern¬ 
ment’s “expenditures of customs revenue or an internal redistribution of income 

2. The Saving Ratio Argument. Ooe of the principal sources of capital forma¬ 
tion is an increase in the tempo of investment by stepping up domestic savings. 
Domestic savings can be stepped up by restricting the importation of consumer 
goods through direct controls or prohibitive duties. The consumption expenditure 
is thereby reduced which is equivalent to an increase in savings. This increase in 
savings is,. in turn, utilized for importing capital goods. Thus for capital forma¬ 
tion, the necessary condition is that a reduction in the imports of consumer 
goods must be followed by an increase in the imports of capital goods of the 
same value. 

Its Limitations. But this argument is also not free from limitations. First, If the 
import restrictions do not result in reducing consumers’ expenditure, but lead to 
a shift of expenditure from imported to domestic consumption goods, the 
demand for the latter goods will rise in relation to their supply and there will be 
an inflationary pressure on prices and costs. As Nurksc puis it aptly, “When the 
escape valve of consumable imports is shut ofT, the pressure of the steam in the 
system increases, demand becomes excessive in relation to domestic supply and 
tends to push up the level of prices." 5 Second, the increase in home consumption 
will also occur at the cost of home investment because increased consumption 
draws domestic factors away from capital construction or maintenance. Leaving 
aside an increase in voluntary savings, capital formation can. however, take 
place by purchasing imported capital goods through forced saving that results 
from inflation. Third, if the import restrictions on luxury con>umpiiou goods are 
not accompanied by similar restrictions on the d »mc>tic production of these 
goods, domestic savings will be sucked into non-essential channels. Thus the 
“economy surrenders through the back-door what it secures by the front-door." 
It cannot be denied that economic growth does take place in this way, but it 
takes a needlessly painfui and contorted form. Fourth, this argument assumes 
that a policy of import restriction on consumption goods does not affect exports 
adversely. If import restrictions arc placed to protect domestic import-competing 
industries they are likely to attract resources away from the export industries. 
Then the exports will be adversely affected. It is also possible that the incentive 
to peasants to produce the exportable crops may be dampened by the denial of 
imported consumption goods. Fifth, a policy of import restrictions leading to an 
increase in domestic costs and prices may have an unhealthy effect on exports. 
Thus Nurkse observes: “The simple idea that more capital can be got for the 
country merely by pinching and twisting the foreign trade sector is an instance 
of the fallacy of misplaced concreteness.’’* 

3. The Foreign Investment Argument. Protection also acts as a source of capital 
formation by attracting direct foreign investment in the underdeveloped country. 
One of the methods is the setting up of tariff factories in the tariff imposing 
country by the foreign manufacturer in order to escape the import controls. The 


‘Meier and Baldwin, op. clt., p. 404. Italics supplied 
•Op. cir., p. 112. 

*Op clt . p. 115 
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foreign manufacturer may set up a branch or subsidiary of hit fini alonei or m 
collaboration with local enterprise behind the tariff wall when fi ™ h 
products are prohibited while raw materials and necessary parts are permit! 
duty free. Some of the foreign industrial investment in India, in recent years, 
been of this type. But the main obstacle in the flow of direct foreign capital h 
been the small size of the domestic market for the restricted imports ** ‘he 
underdeveloped countries. A wide domestic market acts as a big incentive in 
attracting foreign capital. As Nurkse puts it bluntly: ••Tariff protection, if tt 

help at all, can only help the strong, it cannot help the weak. _ 

4 The Infant Industry Argument. The famous Listian infant industry 
argument in favour of protection gives enough inducement to underdeveloped 
countries in accelerating their pace of industrialization. There are some mdustnes 
which can be fruitfully developed in underdeveloped countries pnwM hey are 
protected from foreign competition. In the present their costs o « 
be more due to the lack of certain basic facilities, but indue course of time after 
the initial difficulties are overcome, their products would cos.Tbe fnt 
fruits of industrialization would more than compensate for the sacnfice under 
gone in the form of higher prices in the present. Thus the argument s h . 
•infant" industries need protection from foreign compettt.on till they a tain 
adulthood. The period between infancy and adulthood is *^**"^“2 
by a transition from the agricultural to the industrial W rda ‘“ ?!!I (he 

“four special reasons for industrial protection in un er ev P f ( 

difficulties of finding demand to match new supply, the " S, DCC °‘ 
labour, the large rewards of individual investments m creatingez.ernal onom, 

and the lop-sided internal price structufe disfavouring industry- J h ' ' an 
are interrelated and provide an "infant economy case for protection 

has its limitations. Firs, according to Nurkse, infant 

industry protection alone is an ineffective instrument of promoting economm 
development because i, overlooks the problem of capita, supply ^ » f « 
industry protection should not be given before the industry ^s bcen ac ual y 

a* sr 3 "«rs= 
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because the ^ been Jea.ed, it must satisfy 

r?«STSr cond,lions for the policy of protection to be successful. It is essential 


*Ibld., p. 106. 

»G. Myrdal. An International Economy, p. 279. 
•Nurkse. op. elt.. 105-108. 


356 THE ECONOMICS OF DEVELOPMENT AND PLANNING 


that the industry would not develop without the help of protection and that 
eventually it would be able to stand on its own legs when protection could be 
removed. Above all, it should acquire enough skill and experience to produce at 
low costs. It implies that though in the initial stages there may be losses, yet in 
the future the industry should be in a position to realize sufficient saving in costs. 
Sixth, it is also difficult to decide the amount and the period of protection to be 
given to the infant industry. For making these decisions Dr Lakdawala stresses, 
"It is necessary not only to know and forecast the domestic demand and supply 
conditions but also those of the rest of the world. An error of judgement may 
prove costly, as the possibilities of reversal are limited. Once a protected industry 
comes into existence, even if it does not grow out of its infancy, it has to be 
borne with, especially in countries where the employment pro6lem presents 
concern. To minimize the chances of failure, it is necessary not only to insist on 
a competent impartial enquiry as a prior condition, but also the government has 
to act as watchdog to ensure the full efficiency and productivity of protected 
industries.*’ Seventh, assuming that these requirements have been satisfied, the 
right selection of infant industries is somewhat uncertain because it is difficult to 
forecast changes in costs and the extent of external economies in the future. It 
is, therefore, advisable to impose a uniform ad valorem duty on all the manufac¬ 
tured products, rather than heavy selective duties in order to encourage the 
development of particular industries. 7 

5. External Economies Argument. Another argument for protection is that the 
establishment and development of every new industry yields benefits in the form- 
of external economies. These external economies result in a divergence between 
private profit and social benefit. And when such divergence arises, a case can be 
made for import restrictions or subsidization in order to lessen this divergence. 
Scitovsky 8 maintains that the concept of external economies in the context of 
industrialization of underdeveloped countries is used in connection with the 
social problem of allocating savings among alternative investment opportunities. 

External economies are generally classified as "technological*’ and "pecuniary" 
external economies. They arise because of direct interdependence among the 
producers. "Technological external economies exist whenever the output of a 
firm depends not only on the factors of production utilized by this firm but also 
on the output and factor utilization of another firm or group of firms.*’ 9 These 
"technological external economies" affect the firm's output through changes in 
its production function. According to Scitovsky. "Pecuniary external economics 
are invoked whenever the profits of one producer are affected by the actions of 
other producers.” He explains further that with an expansion in the capacity of 
an industry as a result of investment, prices of its products fall and the prices of 

’D.T. Lakdawala, •'Commercial Policy and Economic Growth" in Trade Theory and 
Commercial Policy in Relation to Underdeveloped Countries, (ed.) A.K. D?.ss Gupta, p. 31, 
n. 5. 

•Tibor Scitovsky. "Two Concepts of External Economies" in Aggarwal and Singh (ed.). 
or. c/r.pp. 295-303. 

•J E. Meade, "External Economies and Diseconomies in a Competitive Situation." Econo¬ 
mic Tou-nal. March 1952. 



COMMERCIAL POLICY AND ECONOMIC DEVELOPMENT 357 

the factors used by i, rise. The lowering of product prices benefits tbeir consu¬ 
mers and the rising of factor prices benefits their suppliers. When 
accrue to firms in the form of profits, they are pecuniary externa! economies. 

Its Limitations The external economies argument has the following limita 
tions S if production costs of firms in other industries, are lowered as a result 
of expansion in the capacity of the protected industry, due to the emergence 
of technical or pecuniary external economies, ‘the private profitah.Uty understates 
Us social desirability in this situation.’ Asa result, the production of commodlines 
will be less than optimal. In other words, investment decisions "‘‘I bc css t 
optimal, if investment in the protected industry increases the profitability °an 
other industry. Thus protection granted to a range of complementary industries 

^ s s.« 

“f T^uomfes-lhe external economies minus diseconomies-accrumg to 
domestic nationals and leave out of account the pecuniary external economies 
accruing to foreign buyers from the expansion of export industries and the d.s 
economies inflicted on foreign competitors by the cxpaos.on o fioapor. compe m 

U T ^“'SStiX-t. It is contended that inan underdeveloped 
country the gap in prices and costs between agrmuUure ” £ |h 

wa ; 

more productive^ than agriculture. Lewis'* and Myrdal have restated the argument 

industry exceed the soc I ^ underem ploymcnt in the rural areas, 

ence o f ‘'>' 'Xtended f.m y » and hjgh , nduslry . An underemployed or 
wages tend to be low g no| bc prcparc d to accept a job in the 

unemployed worker in fai$ ^ of lhc family i nC0 me. From the 

town unless the wae “ ° lhe value of the worker’s output is smaller than 
point of view of the society. _ a | terna tive job in the town, since his mar- 

Wha, | .^ucMs'neglfgible or zero as he is underemployed or unemployed. Thus a 
glD . v of o o ec'ing industries is called for in order to compensate for this gap 
!*n money anTsocial^costs and also to provide viable employment opportunity 


‘•Sciiovsky, op. cir. 

"Ibid. 

»m! Manoilcsco. Theory of Protection and International Trade . 1931. 
‘•W. A. Lewis, in Aggarwal and Singh, op. cit. 
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for the surplus labour force. Myrdal states that in an underdeveloped country the 
span between wages in manufacturing industry and in agriculture tends to be 
particularly broad. This will hamper industry if it is not given protection to a 
corresponding degree. Moreover, the social costs for labour in industry are 
actually lower than money costs. And protection will compensate for this gap 
in labour costs between agriculture and industry. 15 It is maintained that since 
agriculture is less productive lhan industry, real income can be raised by factor 
redistribution through a policy of protection. 

Its Limitations. This argument is also not free from limitations. First , th'S argu¬ 
ment is not cogent when applied to the problem of disguised unemployment 
existing in underdeveloped countries. If a portion of surplus working force 
(whose marginal productivity in agriculture is zero) is withdrawn from agri¬ 
culture and gainfully employed in industry, it will raise the real income of the 
country. For this purpose, industries are to be protected against foreign com¬ 
petition. Second , we have already discussed the various aspects of the problem 
of 'disguised unemployment' Given that disguised unemployment does exist, 
should protection be given in order to transfer surplus labour force from agri¬ 
culture to industry? Nurksc's solution to this problem is not through industriali¬ 
zation but by employing surplus labour in capital projects. The problem is not 
one of protecting industry but of stimulating labour mobility by removing the 
various social and institutional barriers. Third , this "superiority of industry” 
argument is, however, untenable in the context of economic growth. A country 
is poor not because of the agricultural bias of its economy but due to low 
agricultural productivity. In fact, for rapid economic growth agricultural deve¬ 
lopment must keep pace with industrial development. Agricultural productivity 
should continue to increase in order to provide food to a growing population, to 
supply raw materials to expanding domestic iudustries, to earn more foreign 
exchange, and above all to accelerate the rate of capital formation. Too much 
emphasis on industry is, therefore, likely to adversely affect agriculture and 
exports. Thus primary production cannot be regarded as a cause of poverty. It 
is an associative characteristic of poverty, but not a causative characteristic. 18 

7. The Balance of Payments Argument. One of the principal objectives of 
commercial policy in an underdeveloped country is to prevent disequilibrium 
in the balance of payments. Such countries are prone to serious balance of pay¬ 
ments difficulties to fulfil the planned targets of development. An imbalance is 
created between imports and exports which continues to widen as development 
gains momentum. This is due to increase in imports and decline in exports. To 
establish economic infrastructure like power, irrigation, transport projects, etc. 
and directly productive activities like iron and steel, cement, electricals, etc., 
underdeveloped countries have to import capital equipment, machinery, raw 
materials, spares and components in large quantities thereby raising the import 
coment of their foreign trade. 

Another cause of the rise in imports is the growing demand for foodgraios 
necessitated by a rapidly growing population. For instance, India had been im- 


»• Op . tit. 

'•Meier and Baldwin, op. clt.. p. 400. 
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porting on an average 3 million tonnes of foodgrains every year. So food imports 
are an important factor in creating an unfavourable balance of payments in 
underdeveloped countries. 

Apart from foodgrains many essential consumer goods are imported to meet 
the domestic demand because it cannot be met adequately by indigenous produc¬ 
tion. This equally applies to capital equipment needed by the private sector of 

'^AnolheHmportant factor responsible for growing imports of such countries 
is the policy of import substitution. It requires the establishment of such indus¬ 
tries within the economy which ultimately replace imports. This policy, in itself, 
necessitates the imports of large quantities 01 machinery, capital equipment, 
spares, raw materials, etc., to set and operate such industries. 

Almost all underdeveloped countries have emerged as independent nations 
after a long spell of colonial rule. They, therefore, prize their hard won indepen¬ 
dence above everything. For this, they prepare themselves to ward off any exter¬ 
nal invasion and internal rebellion. This had led to heavy imports of defence 


Another important cause or the balance of payments difficulties in such eco¬ 
nomies is inflation. As the economy moves on the path to development heavy 
investment expenditures flowing from deficit financing lead to strong inflationary 
pressures. Rise in domestic incomes, costs, and prices encourage imports and 
discourage exports. This makes the balance of payments position serious. 

Further, balance of payments disequilibrium arises when a developing economy 
needs foreign exchange to service foreign borrowings. Such economies have to 

pay back the principal and interest on borrowings from the developed econo¬ 
mies. Besides, they have to make payments for the services of mm.ble ,tems ,.e 
transportation and insurance charges on imported goods. All these require larger 
foreign exchange which being already scarce, accentuates the balance of pay- 

“ On T'other hand, exports lag behind imports. Exports of underdeveloped 
countries lack variety and resilience. These countries produce primary products 
mainly raw materials and agricultural commodities. Hence their markets are 
hmited and highly competitive. Moreover, they are unable to export more on 
account of increased domestic consumption of exportable products due to rising 
income and increase in income elasticity of demand for consumer goods. An¬ 
other problem is their high cost of production due to inflationary pressur s. n 

the face of highly competitive international markets, high cost is a big hurdle to 
exports Ag^n, tariff barriers, quota restrictions and regional economic g.oup- 
ngs at keep down the exports of underdeveloped countries. Lastly bad quality 
oftportabletods and the absence of proper credit facilities to sell goods in 
foreign countries have been instrumental in keeping their exports low. Thus the 
above factors have tended to keep exports down and imports high thereby creat¬ 
ing a perpetual problem of balance of payments in underdeveloped countries. 

Metres to Overcome Balance of Payments Difficulties. The gap between 
imports and exports can be bridged by increasing exports and cutting down 
imports For this purpose, complete government control over exports and imports 
is tential in order to push exports to the maximum and to cut down imports to 
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the essential minimum. We discuss these two objectives in detail. 

1. Export Promotion. Export promotion is indispensable for overcoming 
disequilibrium in the balance of payments. As a first step, comprehensive com¬ 
modity surveys should be made in developed countries to determine potential 
markets. On the basis of these surveys, production of commodities with export 
potentialities should be increased. Exports of non-traditional items should be 
encouraged for they are needed both by the developing and developed countries. 
Myrdal observes in this connection that it is not in the interest of underdeveloped 
countries to continue with their traditional exports. He, therefore, suggests that 
“they should rather take good look at the composition of these exports and at 
their prospects in the world market and then make up their minds about which 
exports they should try to increase and which exports they should rather leave 
alone or reduce. They should seek out for themselves the dynamic commodities 
with rising demand trends and with high income and price elasticities and try to 
get away from those with a doubtful future.” 17 

This policy, in turn, necessitates the adoption of the following measures: (/) 
An essential pre-condition for the fulfilment of the export programme is the 
realization of the production targets set in the agricultural, mineral and industrial 
sectors of the economy; (//) Restraining the growth of domestic consumption of 
commodities through fiscal or other measures in order to create adequate export 
surplus; (///) Maintenance of reasonable internal price stability; (»v) Modernis- 
tion of export-oriented industries; (v) Timely import of raw materials and capital 
equipments needed for the production of exportable goods and even supplying 
them at subsidized prices; (W) Relaxation or removal of export restrictions on 
exportable goods; (vii) Provision of credit, insurance and transport facilities to 
exporters. In India, credit facilities to exporters are provided by the Reserve 
Bank of India, the State Bank of India, and the Refinance Corporation. Besides, 
there is the Export Insurance Corporation which insures all export risks, furnishes 
guarantees to banks on behalf of the exporters for credit facilities and provides 
supplementary credit facilities for export promotion. While the Indian Railways 
provide cheap and preferential transport facilities; (viii) Tax concessions to 
exporters using imported raw materials, semi-processed goods or components in 
the manufacture of exportable commodities; [lx) Stabilisation of prices of expor¬ 
table goods; (x) Measures for the introduction and enforcement of quality cont¬ 
rol and compulsory preshipment inspection of various exportable commodities. 
In India, the Export Inspection Council performs these twin functions; ( xl ) 
Establishment of a commercial intelligence service for the compilation and dis¬ 
semination of information to guide exporters and foreign importing firms; (xii) 
Establishment of a trading company to represent business interests of exporters 
in foreign countries having branches in key centres of the world; [xiii) Promo¬ 
tion and participation in industrial and trade fairs abroad and to arrange visual 
commercial publicity for the purpose of export promotion; (xiv) Setting up 
export promotion councils for major export goods. In India there are eighteen 
Export Promotion Councils which perform both advisory and executive functions. 
They have been set up to secure the active cooperation of growers, producers 


? G. Myrdal, op. cil., p. 854. 
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and exporters in the country's drive for export promotion. Some of the councils 

way to boost up the trade '[ 0 £. 

wil" hTve'awfder Implication among various countries of the underdeveloped 
Jon than within one country itself. The supply of one country would meet the 

demand in the other, and vice versa. 18 F . plan achieved 

The export strategy , ln * 1 * '* ° e " ccntVr'The'pUn period. For the Fifih Plan, 
the annual growth rate o . P ^ Planning Com- 

lhc compound rate industr.es 

allied products as the growth points in Ind.an exports lhe ba|ance 

2. Import Substitution. Another tmportant method . $ w cu , 

of payments difficulties has been the import subs '' ,U "°" o M ^vrdal has 

ting mdustr.es. Ira P orl subs " ^ fi , slages 0 f production. The country imports 

- —r"”“ r “ d ““ E °°'“ 

machinery through backward hnkage^ffects subslilution res ts on th, 

s a—* —— 

» M . S. Khan. MV. to—* M MM *—fe 2nd ' d ' 

"•A “ Hlibmao.'-rbe Political Economy of Import Substitut.ng Indos.riaiiaa.ion ir 
Latin America.” (2«. February 196*. 
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inequality to the disadvantage of backward countries. They are, therefore, justi¬ 
fied in adopting the strategy of industrialization by import substitution for the 
purpose of achieving self-sufficiency in the long run and to sa,ve foreign exchange 

by substituting imports by home production. . ...w. 

The experience of advanced countries is also cited in support of import sub- 
stitution. H.B. Chenery has shown on the bas‘s of h.stonca studies ofs<>me 
countries that not only the share of industrial output rises with development 
but also the growth of industries based on import substitution accounts for 
large production of the total rise in industrial production. 21 
One of the principal arguments for the policy of import substitution is that it 

avoids the uncertainties and risks involved in finding markets for the import- 
substitution industries because when the imports are shut off, an already esta- 

blished market is secured for the new industries. 

Another argument is based on the contention that the demand of a develop¬ 
ing country for industrial imports increases much more rapidly than the foreign 
demand for its exports. Such countries export primary products which have a 
sluggish foreign demand and arc therefore unable to import industrial products 
sufficiently in exchange for exports. Thus the need arises for producing industrial 

goods at home to meet the domestic demand. • 

Again, it is argued that import substituting industrialization augments the 
rate of domestic savings and investment. When the state uses restrictive devices 
like tariffs, licences, quotas, etc., to protect import substituting mdustrie from 
foreign competition, the producers are able to raise the prices of their products 
and thus earn high profits. When these profits are saved and remves.ed. develop¬ 
ment gains momentum. Moreover, it is argued that protection to import subst 
tution industries will turn the terms of trade against the '' 0Q -P'°' ec c J S ^ 1 
and thus change the distribution of income in such a manner that savings and 

investment are encouraged in the economy. 

Further, there is the employment argument in support of mdustnalizatlon by 
import substitution. It is contended that import-substituting industrialization is 
necessary to provide gainful employment to the existing underemployed, to 
absorb surplus manpower arising from increases in agricultural productivity 
through the use of modern labour-saving techniques and to engage the growing 
labour force as population increases. 

Another argument for import-substituting industrialization is from the point ot 
view of the economic welfare of the underdeveloped country in the long run. If 
the policy of import-substitution is carried through substantial amounts of direct 
foreign investments, as is usually the case, the country benefits from modern 
industrial techniques and know-how. By directly participating in the technolo¬ 
gical know-how of the advanced countries, it is in a position to accelerate it 

rate of capital accumulation. 

Lasl | y , the ultimate aim of industrialization via import substitution is two¬ 
fold- (i) to achieve self-sufficiency in the production of finished consumer goods, 
intermediate goods and machinery; and (ii) to export them to developing and 
developed countries. 


»»H. B. Cbcncry. "Patterns of Industrial Growth”. AERL, September I960. 
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Case Against Import Substitution. The policy of import substitution being 
followed in India, Pakistan and in many Latin Amertcan countries has not been 
smooth Rather, it has tended to disrupt the econom.es of underdeveloped 
countries thereby making their process of industrialisation a costly one. Santiago 
Macario a Latin American economist, writes in this connection that anxiety to 
relieve the chronic shortage of foreign exchange has induced many Latin 
American countries to pursue an industrialization policy essentially geared to 
import substitution; and that the substitution process has not been affected 
gradually, in accordance with a plan, and in anticipation of development require¬ 
ments but in make-shift fashion, frequently to meet emergences, and on the 
basis of excessive and indiscriminate protection. Consequently, in many instances 

f, has been carried a good deal beyond the economically advisable hm.ts, with 

the result that serious distortions have been introduced in the economic structure 
I the countries concerned and the development of more --fficient and productive 
activities has been adversely affected to the special detriment of export 
possibilities «* These observations equally apply to India, as will be shown later. 
We discuss arguments against tmport substitution in the light of merits of th.s 

policy as given policy of import substitution aimed at saving 

The prinetpa objective ^ hav e no, been 

have failed to produce any real savings, rather they have resulted in dissaving of 
foreign exchange. Underdeveloped countries lack in raw materials, intermediate 
loreign exen g _ imnort substitution industries. So the need 

goods and CaP '' a ' c | 1 < 'oreater'in' 1 ,his 3 po'l^cy'than otherwise. Thus, the direct savings 
for imports is » h „ h indirect expenditure of foreign exchange 

of foreign exchange may beta. *e » s P ubstilulion inJuslric , „ m ay 

on inputs and eapita! goods needed.o ^P^ . imported f or the new 

Industries may^r'cxceed'the value of goods replaced by domestic production. 
The historical evidence adduced by Chenery in support of industrialization 
• rnnort substitution may not hold good in the case of all the developing 
countries I. is contended that the rise in industrial production has taken place 
fhrough the growth of imports. The imports of raw materials, intermediate goods 
h T!ni II eouioment help in the establishment of the domesttc industry in an 
and capita q P the imports help in using the underemployed 

un"S=^d= and'in encouraging entrepreneurial 
resources produ e , t js , he jmpor , s whic h ultimately pave the way 

fof the'establishmenl of import substituting industries by creating a base for 

,hem ' . : mnor , substitution industrialization is essential to meet 

The 7 sccured by shutting off imports over- 

l^ksThe need of larger imports. According to Professor Hirschman. -The 
bulk of new industries in sloping countries are in the consumer goods^ sector 
and as they are undertaken in accordance with known processes, on the basts of 

..S Macario. - Protectionism and Industrialization in Latin America." Economic Bulletin 
for Latin America. March 1965. 
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imported inputs and machines, industrialization via import substitution becomes 
a ‘highly sequential.’ or ‘tightly staged . 1 affair.” 2 ’The policy of import substi- 
tution thus creates demand for a variety of imports and defeats the purpose for 
which it is adopted. Moreover, the tendency for import substitution to create 
demand for further imports has important consequences. First, instead of reduc- ^ 
ing, it increases the economy’s dependence on imports. Second, sometimes the 
economy may be unable to import raw materials, capital equipment and spares 
due to the shortage of foreign exchange or its insufficient allocation to imported 
materials and spares. Consequently, this leads to under-utilisation of manufac¬ 
turing capacity resulting in work stoppages, unemployment and fall in income. 
Third, import substitution has a tendency to shift the distribution of income in 
favour of the urban sector and the higher income groups, whose expenditure 
pattern typically has the highest component of imports which tends to increase 
further the demand for imports. Thus the extension of import substitution to a 
wider range of goods generates or increases the demand for further imports with 
bad effects on the economy. 

John Power has argued that import substilulion of finished consumer goods 
tends to lower rather than raise domestic savings and investment. The stress on 
the production of consumer goods for domestic use tends to raise their consump¬ 
tion and thus penalise exports and backward-linkage import substitution. Such 
a policy leads to adverse effects on economic and technical efficiency thereby 
reducing income, profits and saving. John Power, therefore, advocates invest¬ 
ment in capital goods and exports sectors rather than into the consumer goods 
sector to augment the rates of national income, saving and investment for further 
growth.” 21 

The argument that the establishment of import-substituting industries tends 
to absorb surplus labour in underdeveloped countries has not been borne out by 
facts There is no denying the fact that import substitution expands output in 
the manufacturing sector but it has failed to create jobs for growing labour force 
in such countries. Griffin and Eros have shown that the growth of employment 
in manufacturing is not in the least comparable to the growth in output. In fact, 
employment seldom increases unless manufacturing output is growing by about 4 
per cent per annum. Secondly, industrial employment grows less rapidly than the 
population.- 5 For instance, over the period 1960-70 the average annual growth 
rate of output in Chile was 5.5 per cent while the growth rate of employment was 
1.4 per cent. Similar was the case with Philippines where the growth rate of em¬ 
ployment was only 2.1 per cent as against 6.7 per cent in output. This proves 
that industrialization via import substitution's to create jobs so as to absorb 
redundant labour. 

Further, the use of the strategy of import substitution as a means to achieve 
self-sufficiency in industrial production has led to malallocation of resources and 
a very bad elTeci on industrial productivity. In their enthusiasm to attain self- 

”Op cit. _ 

’•J. Power, ••Impori Substitution as an Industrialization Strategy.” Philippines Econom c 
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sufficiency, underdeveloped countries have resorted to indiscriminate protection 
for the development of inefficient and low priority industries. As a result, raw 
materials, intermediate goods and equipment obtained at a high cost have been 
misused. Thus such a policy has led to the establishment of inefficient industries 
with high production costs under extreme protection. This has been the ex¬ 
perience of India in the field of import substitution. According to V. V. Desai, 
the self-sufficiency goal led to the impression that whatever substituted imports 
was good for the economy. As a result, substantial amounts of spare resources 
were used up in the production of such commodities as could be considered low 
priority consumption items. He estimated that the growth of such non-essential 
production resulted in the loss of potential savings to the tune of about Rs 800 
crores during 1954-55 and 1963-64* Further, this resulted in inadequate plan¬ 
ning of the industrial structure and systematic under-estimat.on of the foreign 
exchange requirements of the programme for import substitution. It also resulted 
in the need for foreign exchange exceeding availability, thereby forcing many 
industries to operate below capacity. He concludes that the misdirection of sub¬ 
stantial investment into low priority industries and the ever growing foreign 
exchange requirements have failed to achieve the goal of self-sufficiency in the 
industrial sector through import substitution.* The same story has been repeated 
in the majority of Latin American countries. ... 

Besides, according to Raul Prebisch/ 8 excessive protectionism in such econo¬ 
mies has generally insulated national markets from external competitions. This 
has tended to weaken and even destroy the incentive to improve the quality of 
their products and to lower costs. High cost of production has necessitated re- 
course to excessive protectionism. This has. in turn, adversely afTccicd the indus¬ 
trial structure because it has encouraged the esiablishmen. of small uneconomic 
units, weakened the incentive to introduce modern techniques, and slowed down 
the rise in productivity. Thus a vicious circle has been created as regards 
exports of manufactured goods. These exports encounter great difficulties be¬ 
cause internal costs are high because, among other reasons, the exports which 
would enlarge the markets are lacking. Thus i nport-subst.tutmg industrialization 
has failed to encourage exports of developing countries. 

Conclusion. In conclusion, it seems that the policy of import substitution has 
failed to conserve foreign exchange. However, in certain cases it has intensified 
the shortage. The emphasis on import substitution on consumer goods has not 
been successful in increasing real output, saving and investment. I. has failed to 
bring the economy anywhere near the goal of self-sufficiency in industrial pro¬ 
duction. Neither has it succeeded in creating sufficient employment opportunities 
to absorb the growing labour force, nor has there been the progressive growih of 

the export sector. .... . f . c 

But countries like India which have established mdustr.es for the manufac- 


••VV. Desai.-Import Substitution and Growth of Consumer Industries” Economic ami 
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•»V. V . Desai "Pursuit of Industrial Self-sufficiency” Economic and Political Ucckly, 
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turc of sophisticated machinery and equipment have achieved significant progress 
in import substitution. It has helped the country lay reasonably good founda¬ 
tion for self-reliance in respect of the future investment programmes and 
defence capability. There has been spectacular achievement in respect of basic 
industries like iron and steel, crude petroleum and products, fertilisers, heavy 
chemicals, aluminium and a variety of machinery, besides a number of durable 
consumer goods like bicycles, fans, sewing machines which the country also 
exports. India now produces about three-fourth of the capital equipment 
required for its development programmes through the policy of import substitu¬ 
tion. 

Export Promotion Vs Import Substitution 

A pertinent question is: as between export promotion and import substitution 
which policy should be adopted by an underdeveloped country? Both policies 
have one common aim to overcome balance of payments difficulties. We 
have discussed above the disadvantages of the policy of import substitution. 
Instead of saving foreign exchange, it has tended to increase the demand for 
imported machinery, parts and equipments. Extreme protection has ,cd t0 ,h * 
establishment of inefficient units with high production costs and sub-standard 
products thereby acting as severe handicaps for the growth of exports. The 
country is thus required to pay heavy price for industrialization via import 
substitution. Therefore, the policy of export promotion is called for. But im¬ 
port substitution can be an effective instrument provided it can be done without 
creating over-protected, inefficient and high-cos* industries ... On i he other hand 
an economy which lays stress on export development is likely to create condi¬ 
tions favourable for efficient production, because sustained growth of exports, 
involving international competition, calls for greater cost and quality conscious¬ 
ness."- 0 For the purposes of discussion, let us divide the developing countries 
into two parts: (/) countries not suffering from acute population pressures; and 
(i7) overpopulated countries. 

Countries in the first category should try to maintain and expand their tradi¬ 
tional exports. They should make improvements in primary production by using 
more capital and better technology. They should replace such imports the pro¬ 
duction of which absorbs more labour relatively to capital. The process of im¬ 
port replacements should be gradual and in collaboration with foreign enter¬ 
prises. 

On the other hand, overpopulated countries like India should concentrate on 
manufactured products both for home consumption and export. This is essential 
because the markets for traditional exports of India like tea, jute manufactures, 
and cotton textiles have become either stagnant or have been expanding very 
slowly. Expenditure elasticity of demand for commodities like tea being cons¬ 
tant. their exports are not likely to expand. Commodities like jute manufactures 
arc losing their foreign market due to the development of synthetic materials. 
F.ven the market for cotton textiles is shrinking because of the development of 


’’Pitambar Pant. “No Room for Complaisance in Export Promotion,'' Yojana, 31 May 
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,cl.. c i:u« tprvlene Another reason is stiff competition among the 
try Keepfng there factors in view, it is imperative for develop,ng countries to 

markets despite stiff competition from the domestic producers of these commo- 
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lization via import sU ^ Sl,lU ^° ort promotion policy with intensive 

country like India should combm p payment difficult.es and accelerate 

import substitution to overcome balance 01 p y 
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CONCLUSION 
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Development Review, Spring. 1962. 

•»?/>. c/»., p. 283. 
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developed countries to liberalise their trade unilaterally. They ae*d to be staunch 
free traders, but preserve for themselves the right » give export subsidies and 
restrict imports. And they have valid arguments against any one who could call 
this attitude of theirs logically inconsistent 82 

Another view is held by Meier and Baldwin who argue that protective com¬ 
mercial policy will interfere with the optimum pattern of world trade and may 
lead to uneconomic productive practices and inhibit the flow of foreign capital. 
A liberal trade policy, on the other hand, can be a vital force in determining the 
rate at which a country develops. Thus an underdeveloped country foregoing the 
benefits of international trade may only be perpetuating its poverty. 88 This argu¬ 
ment is based upon the presumption that the adoption of a policy of protection 
necessarily paves the way to autarchy. But a well devised protective policy leads 
to the fuller utilization of idle resources so as to expand and diversify the eco¬ 
nomy, ultimately leading to the expansion of foreign trade. 

If, however, an underdeveloped country were to choose between economic 
development and foreign trade, it will always choose the former. And commer¬ 
cial policy appears to be the easiest way to accelerate economic development. As 
Nurkse has said, "When it is a matter of stimulating employment, shutting off 
imports is a very simple method. When the problem is to collect taxes for the 
government revenue, tariffs are not difficult to establish and have been very 
popular in the less developed countries. When protection is wanted for infant 
industries restricting imports is again easier than raising funds with which to 
pay direct subsidies to the protected industries. Commercial policy is the line 
of least resistance in these cases, not the most effective or equitable line. Simi¬ 
larly, commercial policy is easier than keeping domestic consumer demand in 
check by measures of, say, fiscal policy, but it does not go to the root of the 
problem. It is perhaps the best that can be done; the root of the problem may 
be insoluble.*’ 34 


”G. Myrdal, Economic Theory and Underdeveloped Regions, pp. 94-97. 
"Op. cit . p 409. 

“Nurkse. op. cit., pp. 118-119. 



Chapter 46 

ROLE OF FOREIGN CAPITAL IN ECONOMIC 

DEVELOPMENT 


INTRODUCTION 

rpHE idea to import capital for economic development is not new to under- 
1 developed countries. Even the developed nations of the world had to depend 
on foreign capital in the early stages of the.r development. In the 17th and ISth 
centuries England borrowed from Holland. The rapid growth of America had 
been due’to large supplies of men and money from Europe in the 19ib century 
This is also true of the USSR. The development of Russia has been in no less 
Ie‘ ee to liberal supplies of capital during 1890-1914 by Western Europe. 
Though the Russian economic development followed the October Revolution, the 

■•take-off” goes back to the years preceding the First World War. 

It is generally contended that the West European nations including England 

received little foreign capital for their development during the "take-off But 

this is not a correct view. In actuality, by exploiting their colonies these countries 
extorted a kind of involuntary aid from them. 


to Underdeveloped countries are char'Ctcrired as "capital-poor” or "low-saving 
and low-investing” economies. There is not only an extreme^ small capital slock 
£ current rate of capital formation is also very low. On an average, gross 
investment is only 5 to 6 per cent of gross national income in these economies, 
whereas' in advanced countries it is about 15 to 20 per cent. Such a low rate of 
saving is hardly enough to provide for a rapidly growing population at the rate 
of 2 to 24 per cent per annum, let alone invest in new capital projects. In fact, 
a the exist ng raw of saving, they can hardly cover depreciation of capital and 
elen replace existing capital equipment. Efforts to mobilise domestic savings 
through taxation and*public borrowing are barely sufficient to raise the current 
rate of capital form nion via investment. Rather, these measures lead to reduc- 

through the inflow of capital equipment and raw materials thereby raising the 
marginal rate of saving and the rate of capital formation. 

Besides, low-saving and low-investment imply capital deficiency and along 
with it underdeveloped countries suffer from technological backwardness. 
Technological backwardness is reflected in high average cost of production and 
low productivity of labour and capital due to unskilled labour and obsolete capi¬ 
tal equipment. Above all. it is reflected in high capital-output ratio f.e. more capi¬ 
tal is required to produce a unit of output. The use of foreign capital overcomes 
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not only capital deficiency but also technological backwardness. Foreign capital 
brines sufficient physical and financial capital along w.th technical know-how. 
sk-Ued personnel organizational experience, market informa,,on advan^d pro- 
duction techniques, innovations in products, etc. It also trams local labour in 
new skills. All this accelerates economic development. 

Underdeveloped countries woefully lack in economic overhead capital which 
directly facilitates more investment. The rails, roads, canals, and power projects 
provide the necessary infrastructure for development. But since they require very 
large capital investment and have long gestation periods, such countr.es are 

unable to undertake them without foreign capital. 

Similarly, underdeveloped countries are not in a position to start basic and 
kev industries by themselves. It is again through foreign capital that they can 
establish steel, machine tools, heavy electrical, and chemical plants, etc. Moreover, 
the use of foreign capital in one industry may encourage local enterprise by 
reducing costs in other industries which may lead to chain expansion of other 
related industries. Thus foreign capital helps in industrializing the economy. 

Further, private enterprise in underdeveloped countries is reluctant to under¬ 
take risky ventures, like the exploitation of untapped natural resources and the 
exploitation of new areas. Foreign capital assumes all risks and losses that go 
with the pioneering stage. Thus it opens up inaccessible areas, taps new resources, 
and helps in augmenting the natural resources of the country, and removing 
regional imbalances. 

As a corollary to what is indicated above, we may say that the creation of the 
country's infrastructure, the establishment of new industries, the tapping of new 
resources, the opening of new areas, all tend to increase employment opportuni¬ 
ties within the economy. In other words, the importation of capital creates more 
employment in the urban sector. This leads to the migration of surplus labour 
from the rural to the urban sector. The pressure of population on land is reduced 
and disguised unemployment may disappear. This is the social gain from foreign 

capital. . , . 

All this implies that foreign capital tends to raise the levels of national produc¬ 
tivity, income and employment which, in turn, lead to higher real wages for 
labour, lo*er prices for consumers and rise in their standard of living. When 
with the inflow of foreign capital local labour becomes skilled, its marginal 
productivity is increased thereby raising total real wages of labour. Secondly, 
when new industries are started by importing superior know-how, management, 
machines and equipment, larger quantities of new and quality products are avail¬ 
able to consumers at lower prices. When private foreign investors invest their 
capital in various industries and projects of an underdeveloped country, they 
receive profits and in certain cases royalties which are taxed by the government 
of capital importing country. Thus the government revenue increases by taxing 
profits of foreign investors and royalties received by them. 

The appearance of inflationary pressures is inevitable in a developing country 
because of the existence of the disequilibrium between demand and supply of 
domestic products, following the initiation of a large public investment pro¬ 
gramme. The latter has the impact of rapidly increasing the demand for goods 
and services relative to their supplies. This leads to inflationary pressures which 
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control the company. The shareholders are entitled to the dividend only, In 
recent years, multilateral indirect investments have been evolved. The nationals 
of a country purchase the bonds of the International Bank for Reconstruction 
and Development (IBRD) floated or financing a particular project in some under¬ 
developed country. 

Public Foreign Capital may consist of: (a) ‘Bilateral hard loans’ i.e., giving of 
loans by the British Government in pounds sterling to the Indian Government; 
(b) ‘Bilateral soft loans’ /.*., sale of foodgrains and other farm products to India 
by the United States under PL 480*; (c) ‘Multilateral loans’ I.e., contributions to 
the Aid India Club, the Colombo Plan, etc., by the member countries. Under 
this category are also included loans made available by the various agencies of 
the United Nations like the IBRD, IFC, IDA, SUNFED, UNQP f etc. 1 

Tied Vs Untied Aid 

Distinction is often made between tied and united aid. Aid may be tied by 
source, project and commodities, or it may be tied both by project and source, 
and become double tying aid. Untied aid is a ‘general-purpose aid’ and is also 
known as programme aid or non-project aid. We discuss them in the light of the 
Indian experience. 

Tied Aid. Aid-tying by source is followed by the US Government in giving 
assistance under PL 480 and Exim Bank loans as also by Britain and Federal 
Republic of Germany. The US aid programme requires India (and other countries) 
to spend the aid on US goods and services. All credits are automatically linked 
to US exports. Any departure from this tying by source means discontinuance of 
aid. Another method is to treat the aid-flow as part of an over-all trade arrange¬ 
ment, as is done by the Socialist countries. Still another method is to finance 
only those commodities and/or projects where the donor country possesses a 
decided advantage in tendering the specified items. This practice is followed by 
the Federal Republic of Germany.* 

It has been estimated that aid-tying by source tends to push up the cost of the 
projects by more than 30 percent to the recipient country. Double-tying increases 
the cost of aid procurement still further. This is obvious from the fact that the 
aid receiving country is required to pay more than the competitive world market 
price for its requirements to the donor country. It increases further when as in 
the case of American supplies, the recipient country is forced to get machinery, 
spare parts, raw materials, etc., in the ships of the donor country. This tends to 
reduce the real value of aid. Besides, aid-tying by source distorts the recipient 
country’s allocation of investment resources. The development programme 
becomes biased towards these projects that have a high component of the special 
import content allowed for under the conditions of tied aid. Aid-tying by source 

•Under the US Agricultural Trade Development Assistance Act popularly known as 
Public Law 480. agricultural surpluses are sold for payment in local currency. 

‘These abbreviations stand for: The International Bank for Reconstruction and Develop¬ 
ment (IBRD). International Finance Corporation (IFC). International Development Asso¬ 
ciation (IDA), Special United Nations Fund for Economic Development (SUNFED), United 
Nations Development Programme (UNDP). 

*J. Bhagwati, 'The Tying of Aid,’ in Foreign Aid. (eds.) J. Bhagwati and R.S. Eckaus. 
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also limit, the choice of technology used in investment projects and may force the 
recipient country to adopt a highly capital-intensive technique or project which 
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programmes—in agriculture, industry, transport, and/or in any other infrastruc¬ 
ture. Programme aiJ also reduces the real costs of aid as the recipient can buy 
its requirements at competitive rates from the world markets and there are no 
interbureaucratic frictions as under tied aid. Further, the recipient country can 
use an appropriate technology in keeping with its factor endowments and allocate 
its resources in a much better way than under tied aid. Lastly, as pointed out by 
Professor Singer, 'Plan aid seems to be more popular among the receiving 
countries than project aid. This would be expected to be considered as an advan¬ 
tage of plan aid, since it may spur the receiving country to greater efforts in order 
to get the aid, apart from smoothing relations between the aid-giver and the 
receiver, which is presumably also an objective of aid ... . It may be said that aid 
tied to specific projects is an inducement for receiving countries to think of 
development in terms of concrete projects .... Development is, of course, much 
more than that, and in fact many expenditures classified as current or as consump¬ 
tion are much more developmental than expenditures classified as “projects’* or 
capital expenditure. From this latter point of view, plan aid, and even more 
annual budget aid, is clearly prcfcrabl.e if the donor agrees with the recipient on 
developmental policies and priorities." 8 


'H W Singer. "External Aid: For Plans or Project*?'* Economic Journal, September 1965 



TWO-GAP MODELS OF FOREIGN AID 


Hollis Chenery and other writers 1 have put forth the "two-gap approach 
economic development. The idea is that "savings gap" and "foreign exchange 
gap” are two separate and independent constraints on the attainment ot a target 
rate of growth in LDCs. Chenery sees foreign aid as a way of filling these two 
gaps in order to achieve the target growth rate of the economy. 

To calculate the size of gaps, a target growth rate of the economy 
postulated along with a given capital-output ratio. A savings gap arises wnen 
the domestic savings rate is less than the investment required to achieve the 
target. For example, if the growth target of national real income is 6 per irent 

per annum, and the capital-output ratio is 3: I. then the economy must 

18 per ccot of its national income to achieve this growth target.- If y p 
cent of savings can be mobilised domestically, the savings gap is 6 per cent ot 
national income. The economy can achieve the target growth rate by' filling 
this savings gap with foreign aid. Similarly, a fixed relationship ts postulated 
between targeted foreign exchange requirements and not export «"">"**• 1 
net export earnings fall short of foreign exchange requirements, a foreign 
exchange gap appears which can be filled by foreign aid. 

* The^wo gaps arc explained in terms of the national income account,ng 

identities: „ _ 

£-y=/-s=M-y2f ... a 

where E is national expenditure. Y is national output and income / is investment. 
S is saving. M represents imports. X exports and F is net capital ,nflow _ 

(l-S) is the domestic savings gap and (M-X) the foreign exc a g ^ 
Like the basic national income accounting identities, the two g P 
equal ex-post in any given accounting period. But they may 
because in the long run those who made decisions about aving inves.men 
exporting and exporting are different people. So during ** ft™ 8 
plans of savers, investors, importers and exporters are Mm V » bc d “ 

Ex-ante (or planned) investment is related to the targe, growth rate of the 
economy. If the target growth rate is high, investment will also be lugh 
domestic saving, depend upon the level and di.tr,button of ■"*«* 
society. Ex-ante imports include the imported inputs needed fordewtopm • 
They are also affected by the size of the national income and 'he distribution 
of income among the public and the different sectors o t * h * :.u 

are exogenously determined by world prices and by quantities that change 
weather or natural conditions. 

'H. Chenery and A. Stent. -Foreign Assistant and Fconomic Dcyelo !'^ t ' 

Sertember 1936; H. Chenery and M Bruno. "Development Alternates i 3 p Econo m’c 
EJ. Vol. 72. March 1967; and H. Chenery and 1. Adelman. “Forego A.d and Tconom c 

Development,* RES, Vol. 48. Feb. 1966. 

* This is calculated io terms of Harrod's formula :C»-=i,0. 


il 


THE ECONOMICS Of DBVBLOPMENT AND PLANNING 


As these elements are assumed to be independent of eaefc other, the savings 
gap and the foreign exchange gap are unequal in size in the ex ante sense. It is 
also assumed that savings and foreign exchange cannot be substituted for each 
other. Further, the country cannot transform its potential savings into exports, 

Given these assumption. Figure 46.1 illustrates the two ex^ante gaps and 
their relation to different target growth rates of income. The ex-ante saving and 
foreign exchange gaps, are measured along the vertical axis and the target 
growth rates along the horizontal axis. The ex-ante savings gap is represented 
by (/— S) curve and the ex-ante foreign exchange gap by (A/— X) curve. Both 
are equal at point E and the target 
growth rate of OG is achieved with 
OF inflow of net foreign aid. If the 
target growth rate is OG u then the 
foreign exchange gap is larger than 
the savings gap by ab. This growth 
rate will not be achieved because the 
inflow of foreign capital is not 
sufficient to fill the larger foreign 
exchange gap OF x . Short run forces 
might bring about the ex-post equa¬ 
lity of the two gaps without achieving 
the target growth rate. On the other 
hand, if the target growth rate is 
OG t , the savings gap is larger than 
the foreign exchange gap by cd. Again, this growth rate will not be achieved 
because the inflow of foreign capital is inadequate to fill the savings gap. If 
requires a larger inflow of foreign capital to meet the larger savings gap OF v 
Imports cannot be reduced due to "the nature and limited flexibility of the 
productive system and of the composition of consumer demand.’* To overcomo 
these structural rigidities, Cheoery suggests restrictions on the pattern of 
consumption, the distribution of income, the level and growth of employment 
and changes in the exchange rate. Such measures can bring adjustments in the 
two gaps without foreign aid. But they will retard growth. 

Some economists are of the view that if prices are flexible, such rigidities are 
not likely to be found. If resources are optimally allocated, there can be only 
savings constraint on growth and hence only savings gap in the economy. If 
appropriate exchange rate policies or price policies are followed, resources 
would shift to remove the difference between the growth effect of imports aqd 
domestic savings and hence the difference in the ex-ante gaps’. This view (uKldg 
that if the foreign exchange gap is dominant, it must be due to inappropriate 
price policies which might have led to malallocation of resources. 

Assuming that all capital goods are imported and only consumer goods arc 
produced domestically, another two-gap model holds that structural rigidities 
imply that (/) no substitution is possible between imported capital goods and 
domestic factors in production, and (fi) no substitution is possible between 
different consumer goods in consumption. 

The foreign aid required to fill the gap is determined by the dominant gap 
at a given point in time. If the savings gap is larger than the foreign exchange 
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the gaps rather than transforming the economy with foreign aid. 

Lastly, the two-gap analysis is at best an approximation for calculating the 
foreign aid requirements of LDCs. But there are difficulties in fixing import 
requirements, and in arriving at postulated investments, requirement, potential 
domestic savings, and expected foreign exchange earnings. It thus provides a 
crude method of estimating the foreign aid requirements of LDCs. 

COSTS AND BENEFITS OF AID 

Foreign aid which flows from the donor country in the form of grants, loans, 
technical assistance, contributions in kind, etc., to the recipient country involves 
real costs for the former and provides real benefits to the latter. John Pincus 1 
has measured the real costs of aid to the donor and the real benefits to the 
recipient of aid. He measures the real cost of capital flows for a capital exporter 
as the income he forgoes as a result of the outflow of capital, given alternative 
possible uses of the same funds. The real benefit for a capital importer is 
measured by the net increment in income as a result of investing the capital 
inflow received, as compared with making the same investment with capital from 
alternative sources. 

For measuring capital flows from developed countries (DC) to LDCs, Pincus 
introduces the concept of a “grant equivalent". A grant is a sort of gift from a 
DC to an LDC on which the latter is not required to pay any interest or make 
repayment. A loan given by a DC on soft terms such as lower interest rate, 
longer grace period and longer repayment period has some concessional element 
as compared to a loan at commercial market terms. The concessional element 
in the loan can be converted into its grant equivalent. The concessional element 
or grant equivalent is the difference between the amount of loan and the present 
value of repayments discounted at the donor’s long-term market rate of interest. 
Thus the real cost of aid loan to a donor is the difference between the present 
value of the future repayments discounted at the donor’s loog-term market rate 
of interest and the size of the loan. 

The present value of an aid loan, therefore, depends upon the interest rate 
charges relative to the rate of return (discount rate) earned by the donor if 
the same amount had been invested at home, and on the period of repayment 
of the aid loan. If the loan rate equals the rate of return in the donor coun¬ 
try, then the grant equivalent is zero and the loan is costless to the lender. If 
the rate of return in the donor country is higher than the loan rate, the real 
cost of the loan will be higher for the lender. On the contrary, if the loan rate 
is higher than the rate of return, the real cost will be less to the lender who 
will gain by lending. 

The real benefit of aid loan to the recipient may differ from its real cost to 
the donor. The real benefit of a loan will depend upon the rate of return (dis¬ 
count rate) in the recipient country relative to the interest rate charged by the 
donor. If the rate of return on a similar loan in the recipient country is higher 
than the interest rate on aid loan, the real benefit of a loan to the borrower 


'John PifKUS. Economic Aid and International Cost-sharing, 1965, and Costs and Benefits 
of A,d: An Empirical Analysis. UNCTAD, 1967. 
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the grant equivalent to the recipient is less as compared to the donor. Second, 
in countries which adopt exchange controls the discount rate to be paid by the 
recipient country will equal the rate in the international securities market. If 
the donor country’s currency is over-valued the discount rate of the recipient 
country would have to be increased accordingly. Third, the tied aid will reduce 
the grant equivalent if the donor country charges higher prices than the world 
prices for its goods and services. This will lead to a divergence between donor’s 
cost and recipient’s benefit estimates of grant equivalent. Fourth, it is difficult 
to calculate recipient’s benefit from private investment. In particular, the bene¬ 
ficial effects of technical assistance aod technological transfer to the recipient 
country are beset with many practical difficulties. All these considerations lead 
to the divergence of real benefits of aid to the recipient countries from the real 
costs to the donor countries and thereby tend *u reduce the estimates of grant 
equivalents for recipients and donors. 

Its Implications 

The cost-benefit analysis of foreign aid leads to certain policy implications. 
Soft aid conditions increase the real cost to the donor country. Tied aid reduces 
the real cost to the donor. At the same time, tied aid increases the burden of 
repayment for the recipient and reduces the real benefit of the aid. It is, there¬ 
fore, advisable that the recipient LDCs should insist on non-tied aid as far as 
feasible. 

The real cost and benefit analysis lays emphasis on the DCs to ease the terms 
and conditions of aid to the LDCs. They should so adjust the aid that the grant 
equivalent per unit value of aid given should increase rather than decline. This 
argument gains greater force from the fact that a number of LDCs have very 
high debt service obligations and they find it difficult to repay their accumulated 
debts. Debt service in such countries competes with essential imports for 
foreign exchange earnings, thereby adversely affecting domestic savings, invest¬ 
ment and hence development. Therefore, the DCs should raise the grant equi¬ 
valent per dollar of foreign aid to the LDCs. 
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NATURE 

» T the turn of the present 5S2SE 
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•Nurksc, op. ell., P- 83. 
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(b) This may, in turn, encourage local enterprise to invest more itself in ancil¬ 
lary industries or in collaboration with foreign enterprise. In fact, foreign enter¬ 
prise encourages local enterprise in two ways: directly by fostering local enter¬ 
prise with men, money and material, and by imparting training and experience 
to its personnel; and indirectly by creating demand for ancillary or subsidiary 
services (like transport and training agents) which are uneconomical for private 
foreign enterprise to provide. 

(c) Direct im estraent has an added advantage over portfolio investment in that 
the underdeveloped country gets a larger amount of capital under it. A part of 
the profits from direct investment is generally ploughed back into the expansion, 
modernization or development of related industries. 

(d) Direct forcigo investment is channelled into sound and productive uses. It 
thus adds to the productive capacity of the borrowing country. 

(e) In the case of direct investment the possibility of repatriating capital from 
the borrowing country is less and hence the burden on its balance of payments 
is also likely to be small during a depression because direct investment, unlike 
bonds, is serviced by dividends which are related to profits. 

(/) Direct foreign investment also places of a burden in the balance of 
payments of an underdeveloped country in the early stage of development. For. 
the timelag between the starting of new business concerns and the reaping of 
profits is large. Moreover, profits are likely to be small in the earlier stages of 
production. Thus the remittance of profits from direct investment brings less 
pressure on the balance of payments as compared to portfolio investment. 

(g) Since direct foreign investment mainly flows into agriculture and extrac¬ 
tive industries which produce primary goods for export, it further helps in easing 
the balance of payments position of underdeveloped countries. In the case of a 
developing country like India, direct investment has a greater salutary effect on 
the balance of payments since it helps in producing manufactured articles, not 
only for the domestic market but also for foreign markets. 

(/i) Lastly, direct investment flowing into a developing country sometimes 
encourages its entrepreneurs to invest in underdeveloped countries. Firms in India 
have started investing in Nepal, Uganda, Ethiopia and Kenya while they are still 
borrowing from abroad. 

Portfolio investment is, however, preferable to direct investment in that it 
entails lower cost in terms of the rate of interest. Local entrepreneurs possess 
greater control over its use. It also imbibes a sense of greater responsibility on 
their part for putting it to fruitful channels. But portfolio investment is bereft of 
the merits claimed by direct investment. 

Obstacles to Private Foreign Investment 

Factors acting as impediments to private foreign investment in underdeve¬ 
loped countries are not only economic but also political, legal and cultural. They 
are: (i) small size of the domestic market leading to low rate of return on capital; 
(ii) lack of basic facilities, such as transport, power, and other public utilities, a 
developed banking and credit system, and skilled labour; (iff) restrictions on 
profit remittances, and capital repatriation, or the fear of total refusal in these 
cases; (/v) threat of expropriation, nationalization, or public ownership, and reser- 
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vation of certain types of industries for domestic enterprises; (This is the foreign 
investor’s worst nightmare especially since the nationalization or expropriation 
of foreign undertakings in a number of African, West Asian, Latin American 
and South-East Asian countries); (v) strict regulation of foreign concerns for 
national objective by fixing ceilings on earnings, by discriminatory taxes on 
profits, and by making it obligatory on foreign firms to train and employ a 
certain proportion of local labour not only in ordinary but also in higher-echelon 
positions; (v/) strict foreign exchange controls and especially the administrative 
complexities and delays connected with exchange controls; (v//) fear of discrimi¬ 
nation in local courts due to differences in legal concepts; and (till) political and 
economic instability, the ‘cold war’ and the socialist leanings in the underdeve¬ 
loped countries cause uncertainty and lack of confidence on the part of foreign 
investors from capitalist countries. 

As a result, foreign capital has become W and is reluctant to enter into 
underdeveloped countries. 


However, underdeveloped countries are justified in their own way in putting 
these obstacles on private foreign capital. They reflect nationals, sen.in.en s in 
the resurgent Afro-Asian and Latin American nations. They are born out of he 
fear of economic exploitation and political domination of the past Inthe 
nineteenth century, foreign capital led to complete loss ofeconomic independence 
in almost all the Afro-Asian countries (excluding Japan) and reduced hem to 
the status of colonies. It led to the creation of a tnphstic economy wuhm the 
borrowing country with all its unhealthy consequences. Foreign cap“• a '”~ 
exploiting the natural resources of the capital importing count y in J* ° 
benefit and enrich the home country. Direct foreign investment we only into 
the extractive industries neglecting altogether basic and heavy industries. It h 
fore, led to a lopsided development of .he economy. Huge ^“‘hegarbo 
capital sums and earnings were transferred to the mother country but were 
never utilized to develop .he debtor country. Thus the nnderdev oped coun ries 
do not entertain an exaggerated mistrust of private foreign capiuLIn tad u h 
feelings are discernible in the pre-independence era. The ^" Merchants 
Chamber declared on 2 May 1945: "India need to prefer to go "ihoutdevelo^ 
men. rather than allow the creation of new East India companies «. ta 

which would no. only jeopardise her economic independence but aUo would eff«- 

tively prevent her from acquiring her political freedom. 

in 1942, “We know what American aid means. I. amounts in the end to American 

influence if not American rule added to British. . . . . hiviour w a$ 

But since the end of .he Second World War open -per. hs^ b hav ur^has 

become less fashionable. Nevertheless, writes Professor, 

and are one of the strongest reasons why the less developed countries /Iowa tcry 

cautious policy towards foreign capital and are anxious .ha. the 

should create adequate institutions for transferring capital, so that they should 

'Both quoted to W ,« -***» E concmic Development, by V.K.R.V. R». and 
DhararoNarain, p. 69. 
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not become dependent upon receiving capital from any one of the great powers.” 3 

These evils were associated with foreign capital so long as the underdeveloped 
countries were under foreign domination. But since the end of the Second World 
War the majority of underdeveloped countries have emerged as independent 
sovereign states. They fully realize the importance of foreign capital m their 
development plans, yet they would like to regulate its flow and use it to their 
maximum advantage. A wind of change is also perceptible in the attitude of 
foreign enterprise towards the capital-borrowing countries. There appears to be 

a genuine desire on its part to help the capital-poor countries, provided proper 

safeguards and sufficient incentives are given by the host countries. Thus foreigd 
capital is no longer viewed as an “engine of exploitation" but as an engine of 
progress. 

Measures to Encourage Private Foreign Investment 

To encourage the flow of private foreign capital to underdeveloped countries. 

the following measures can be adopted: 

(а) Political stability and the security of life and property m the borrowing 
country is the first condition towards creating a favourable climate for the inflow 
of investments. The problem of political stability and internal security it, how¬ 
ever outside an economist’s purview. But the provision of insurance facilities to 
the life and property of foreigners might help. For this purpose, the governments 
of capital-borrowing countries should set up their own insurance companies. 
Alternatively, the governments of the lending countries can provide guarantees to 
and insurance against the risks of approved foreign investments. 

(б) The governmenis of underdeveloped countries should provide information 
to foreign enterprise regarding the scope of investment opportunities. Such in¬ 
formation can be disseminated through their trade consultants residing in deve¬ 
loped countries. Besides, organisations like the Indian Investment Centre can be 
set up by underdeveloped countries in the developed ones. The Indian Investment 
Centre which was instituted in June 1960 has three main objectives: (0 to collect 
basic financial economic and legal data required by a foreign investor with regard 
to the setting up of an industry in India and to prepare market surveys concern¬ 
ing investment opportunities in India; (//) to function as an intermediary between 
foreign and Indian investors and to arrange contacts between the two; and (ill) to 
provide guidance to potential foreign investors in getting licences and other 
facilities from the various government departments in India. This Centre helps 
in removing impediments to the inflow of private foreign investments by sponsor¬ 
ing visits of potential foreign investors into the country, arranges meeting with 
Indian entrepreneurs for purposes of collaboration with mdian government 
officials and to decide about the formation of foreign enterprises. Other under¬ 
developed countries can, by taking a cue from India, set up such institutions to 
attract private foreign capital. 

ir) The governments of capital-borrowing countries can reduce production 
costs of foreign enterprise by providing adequate basic facilities (/.e., transport, 


*Op. eit., p 25*). Italics mine. 
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and (/v) additional depreciation allowances on new investments. 

(g) The system of ‘joint ventures’ is another measure which encourages the 
flow of capital ioto underdeveloped countries. Joint enterprises can be both in 
the private and the public sector in which foreign investors collaborate with local 
investors and the government. Such enterprises remove the prejudices existing 
against foreign capital in the underdeveloped countries and thus tend to remove 
the risk of expropriation. Foreigners may contribute by sharing equity capital 
providing technical know-how, capital equipment and machinery. In the case of 
equity capital they are not allowed to hold majority shares. The maximum is 49 
per cent. Foreigners disclose patented process to their local partners, and impart 
training facilities to local labour. Joint enterprises of various types have become 
very popular with underdeveloped countries of Asia, Africa and Latin America. 
In India some of the joint ventures are the Sen-Releigh for the manufacture of 
bicycles, the Ashok-Leyland for trucks, the Tata-Mercedes-Benz for cars and 
trucks, and the Squibb-Sarabhai for pharmaceuticals. 

( h) In a country where local enterprise is not forthcoming but the demand 
for the foreign product is increasing and is likely to increase further, the policy 
of “transferred extension” may be encouraged. This policy aims at transferring 
the different stages as the manufacture of the product in the underdeveloped 
country by stages. For example, in the beginning the last stages of manufac¬ 
turing the product may take place in the underdeveloped country. In due course 
of time when the “basic facilities” are available there, the parent company may 
add the other stage and the product may be ultimately manufactured in the 
underdeveloped country. Just after independence in India, a number of leading 
foreign pharmaceutical concerns like the May and Baker, Boots, and ICI set up 
factories at Bombay for merely processing and packing pharmaceutical products 
of their factories situated in England. Similarly assembling of cars and scooters was 
done in India while spare parts were imported from the country of origin. It is 
only when the parent concern is assured of a steady market and of no fear of 
nationalization that it is prepared to transfer the whole manufacturing process 
to the host country. In India the above-noted and a number of other foreign 
manufacturing concerns in different fields are operating now as Indian companies 
(India Ltd.) in their original names. Such companies enjoyed by foreign enter¬ 
prise. It is in the interest of underdeveloped countries to encourage such “trans¬ 
ferred extensions." 

(/) Even with all the measures noted above, a favourable investment climate 
will not be created in underdeveloped countries unless still greater facilities are 
provided to the flow of foreign capital. For this, the process of transferring 
capital and interest should be made simpler and the rules more liberal. There 
should be a written and clear-cut policy with regard to foreign capital to avoid 
any misapprehension in the mind of the foreign factor. 

( j) Besides removing the various obstacles to the flow of foreign capital, the 
underdeveloped countries should undertake some more concrete step ‘to en¬ 
courage a greater inflow of capital by granting exemptions from custom duties 
on plant and equipment and raw materials required by a new foreign industry, by 
granting exclusive rights for specified periods or by assisting foreign firms with 
information and advice on legal matters, labour recruitment, site selection, capi- 
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•Meier and Baldwin, op. ctt. t p. 426. 
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IMPORTANCE 

T\UBLIC foreign investment is more important for accelerating economic 
1 development than private-foreign capital. The financial needs of under¬ 
developed countries are so great that private foreign investment can only par¬ 
tially solve the problem of financing. For one thing, it has nothing to do with 
social expenditures in such spheres as education, public health, medical program¬ 
mes, technical training and research, etc. Such schemes though indirectly contri¬ 
buting to economic efficiency and productivity of the economy in the long-run 
yield no direct returns, and could, therefore, be financed with the help of grants 
received from advanced countries. Further, private foreign investment presup¬ 
poses the existence of basic public services in underdeveloped countries. But 
investment in them requires large sums and risks which private capital is unable 
to undertake. So investment in low-yielding and slow-yielding projects could be 
possible only on the basis of public loans. Moreover, unlike private foreign invest¬ 
ment, foreign loans can be used by the borrowing country in accordance with its 
development programmes. Therefore, much cannot be expected of private foreign 
investment. 

There is, however, a growing international awareness that ‘poverty anywhere 
is a danger to prosperity everywhere and prosperity anywhere must be shared 
everywhere.’* Developed countries consider it to be their moral duty to help 
their less fortunate brethren in underdeveloped countries. But this realization on 
the part of the developed countries has never been spontaneous. They have 
always been motivated by international policies in the context of the cold war. 
Their aim has been to give aid with “strings’* attached. “It was only with the 
entry of the Soviet Union and other communist countries into the field that wes¬ 
tern countries also began displaying some enthusiasm for offering aid to the 
underdeveloped countries at the governmental level without strings." 1 

Foreign aid flows to the underdeveloped countries in the form of loans, 
assistance and outright grants from various governmental and international 
organizations. 


'V.K.R.V. Rao, and Dharam Narain. op. eit., 72. As a contrast, note what an American, 
economist says in this respect. Professor Kindleberger opines that the underdeveloped coun¬ 
tries now have expectations of assistance in their development. The expectations have been 
aroused The United States, at least, among the developed countries, is committed to some 
form of economic assistance to the development programmes of the so called free world. No 
such expectations have been awakened in the Soviet Union (after 1946) or in Red China.” 
Op. eit., pp 298-99. 
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Governmental Agencies governments of developed 

The W tal financial flow of “ developing countries was $7.00 
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On the other hand, the ^ w / nt dowa to $ 1.71 billion in 974 

ing countries was $ 2 billion.in 1 thesc countries between 1954-74 
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was $ 20.66 billion. « ^ countries (except Yug<> 

Russia. 29.8 per cent ($ 615 b ' l ' ,0 “ ) ^ b china Of the aid-recipient countnM. 
slavia), and 17.2 per cent ($ 3.5$ b.lhoi) y by EgypI $ 2.22 billion. 
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The above table reveals that at the £ with the exception of 
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France (0.66%), Netherlands (0.61%) and Australia (0.59%), no other country 
had contributed even 0.50 per cent of its GNP as aid to developing countries. 
In 1980, besides these three countries, the performance of smaller countries, 
like Denmark (0.73°„), Norway (0.85%), and Sweden(0.79%; was much better. 
On the other hand, the richer countries could not contribute even 0.40 per cent 
of their GNP. The US contribution fell from 0.32 per cent in 1970 to 0. 29 per 
cent in 1980. Of the UK, it decreased from 0 41 percent to 0.35 per cent. Of Japan 
itrose from 0.23 percent to 0.32 per cent and of Germany from 0.32 per cent to 
0.43 per cent. 

The United States is the largest contributor. The channels used by the United 
States for the distribution of grants and loans are the US Agency for Inter¬ 
national Development (USAID), the Public Law 480, and the Export-Import 
Bank (Exim-Bank). The USAID programmes include grants and long-term deve¬ 
lopment loans. Grants are given for malaria and smallpox eradication, higher 
education, dairy development, craftsman training crop production, communiJy 
development, and a number of other projects. Loans are repayable in rupees and 
dollars over a period of 40 years with an initial 10 year grace period carrying an 
interest of 2 per cent per annum and 3 per cent thereafter. 

Under Public Law 480 (“Food For Peace") programme large quantities of rice, 
wheat, maize, cotton, milk-powder, and other agricultural commodities are made 
available to underdeveloped countries by the United States Government. A part 
of these supplies is in the form of donations and the remainder is paid back 
in local currency. India receives them against rupee payments. 80.4 per cent of 
these rupees are utilized by the United States to finance development projects in 
India in the form of grants (19.7 per cent) and loans (60.7 per cent). With a 
portion of remaining amount (13.1 per cent), expenses of US Embassy in India 
are met. 6.5 per cent of the total PL 480 sales proceeds are made available to 
USAID for lending in the private sector to: (i) "American firms or their sub¬ 
sidiaries operating io the host countries or indigenous firms having an affiliation 
with an American firm. (//) Indigenous firms of the host countries which have no 
American affiliation but are facilitating the disposal of American agricultural 
products e.g local private warehouses storing grain, flour mills processing the 
grain, etc.” These loans are repayable over a period of 40 years. No agreements 
for PL 480 loans have been signed by India since 1972-73. 

The Exim-bank, established in 1934, aims at promoting US exports and for 
this purpbse it grants export credits and guarantees. It advances loans both to 
governments ana private enterprise. The most important categories of loan9 
include: export credits up to seven years for exports of durable consumer and 
capital goods, and guaranteed loans to finance specific investment projects for a 
period of 5 to lo years. Loans are repayable io dollars in 20-24 semi-annual 
instalments with 5-year grace period, and carry interest rate between 5.25 to 6 
per cent per annum. It also provides ‘export guarantees’ to US exporters against 
political and commercial risks. 

A recent innovation of the United States has been the organization of the 
Peace Corps. The Peace Corps aims at sending American Youth as 'Corpsmen 
and Women’ to rural areas in underdeveloped countries for providing technical 
assistance to farmers in all walks of rural life. The programme was started in 
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19 6l with 30 million dollars and now the total annua, expenditure on the Peace 

Corps has increased to about•helping the development of underdevelop- 
The United Kingdom has also been B P 8 at an interest 

cd countries by extending of 5 to 7 years for 

rate of 5 to 6 per cent usually with " l9 % n0 interest is payable on 

both the principal and mt.res - in the form of pro- 

British loans to India. The assistance: fr pro jects financed under the 

T l aDd “rZur^i H^ric'aTCal.^ India Ltd. The latter 

comprises'balance of payments assistance debt relief ^ wiederanf 

The Federal Republic of Germany has *up the ^ ^ ag[ecmcn , for 
Bank (The Bank for Reconstruction). which has n ow been 

a credit of DM 660 million for the ^ L filcing projects like Neyveli 
fully repaid. In addition “ h ' S r ^ ,V ^ e|co elc „ an d for purchase of commodities 
Lignite Mining Project. Rail ay • machinery and r , w materials, 
like fertilisers, capital goods, compone. “ derdeV elo pci countries includes 
Similarly, the basis for 10-20 years 

outright grants, med.um-term loan* through the Special Developmen 

a, 6 per cent interest, and long^rm tom alen -year period of grace) at 
Loan Programme, repayable ^. ye " J amme excludes Canada's partial- 
a service charge of I to 1 per cent.. .^ P organizations). India has been receiv- 
pation in Colombo Plan and ^STtep rocurement of industrial commodities, 
ing loans and grants from Cana telecommunication equipment, etc. 
fertilizers, diesel locos, drilling equip . low ra te of interest 

The Soviet aid is mostly m the form , 2 ears. Repayment ts. 

2i per cen, bu, repayable The Soviet Union 

however, allowed in local c “ rre “* y . d counlr i e s in industrial, mining and 
also helps the public sector kno wledge. plant and equipment. It trains 

power schemes. It provides technical know e g P ^ a| that grants 

local technicians in Ut^has^ instrumental in set- 

are made. To take India's case the Sov et Umon b.s^ ^ machinery pla n. 

ting up the Bhillai and lh « B °^“ S ‘“s, al on ' t0 use lignite fuel, oil refinery at 
at Durgapur, the Neyve . Thermal Sta Bc5ldt5 , an oil refinery at 

Barauni and the Heavy Electrical Plan, at ^ drug projecl , tw0 preo- 

Koyali in Gujarat, an a0 ‘' b r ‘° l '‘ ^gingrauli (UP). Korba (MP, and Bhakra 
sion instruments plants, pow Soviet aided projects. 

Right Bank Power Houses are some of the otne 

Regional Bodies and World comributions to underdeveloped 

We have seen that the flow of j are given through certain 

countries is much smaller. *uluW»l«gJ America . the Economic 

regional bodies like the Economic Commas on commission for Africa 

Commission for Asia and the Far East ^ of Ame[ica n States, the 
(all of the UN), the Colombo Plan. ^ ° g (he Organization for European Co- 
Inter-American Development Bank (ID ). Community and the Aid 

operation and Development, the European Economic 

India Club, etc. 
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The various regional commissions of the United Nations have a million dollars 
each at their disposal every year and they can merely carry out overall economic 
studies of the regions and some small technical assistance programmes. 

A notable feature in the field of foreign aid to developing countries has been 
the formation of a consortium of aid-giving countries known as the A id India 
Club in 1958. The consortium has been formed at the initiative of the Inter¬ 
national Bank for Reconstruction and Development for helping India in execut¬ 
ing its development projects by promising aid during India’s Five-Year Plans. 
At present it consists of the United States, The United Kingdom. West Germany, 
Canada, France. Japan, Austria, Belgium, Italy, the Netherlands, the Inter¬ 
national Development Association and the World Bank. Another consortium has 
been formed to help Pakistan. 

Recently, the Asian Development Bank has been set up by the member coun¬ 
tries of the ECAFE for advancing loans to developing countries of South-East 
Asia for financing their development projects. It has 27 members from the region 
and 14 non-regional members from the developed countries. The Bank has 
subscribed capital of $ 1 billion with a 65:35 ratio of regional and non-regional 
contributions of member-countries. The Bank has its headquarters in Tokyo. It 
started operating from January 1968. The main aim of the Bank is to lend funds 
and provide technical assistance to member developing countries and generally for 
fostering economic growth and cooperation in the Asian region. The Bank grants 
loans to finance projects in the fields of agriculture, power, industry, transport and 
communications, water supply and education. Loans are also granted for preinvest¬ 
ment and feasibility studies and project preperations. During 1968-75 the ADB 
had granted loans to the tunc of $ 2580 million. In 1975, it granted loans amount¬ 
ing to $ 660 million. Of these, 37 per cent went to agriculture and 29 per cent to 
public utilities. Ordinary loans carrying 8.75 per cent interest amounting to $149.4 
million were given to seven Asian countries, and concessional loans of $ 116.26 
million to six countries. The Asian Development Fund for making concessional 
loans, especially to small and less developed countries of the region, came into 
existence in 1974. Richer countries had agreed in 1973 to contribute a total of 
$ 525 million to the fund for financing the Bank’s concessional lending up to the 
end of 1975. India, the second largest regional subscriber to the 41 members 
ADB. does not borrow from it. 

Much more is, however, done in the field of Multilateral lending by inter¬ 
national agencies, set up by the United Nations. One of the major sources of 
public foreign capital is the International Bank for Reconstruction and Develop¬ 
ment (IBRD) which began operating in 1946. The purpose of the Bank is to 
finance the development projects of underdeveloped countries. It is regarded by 
economic development practitioners as a strongly “project oriented” institution. 
Its financing is almost invariable linked to expenditure for a specific investment 
purpose rather than being available to meet the general requirements of the bor¬ 
rowing country for capital or for imports. For this purpose it is authorized to 
guarantee or make loans for productive purposes out of its own capital and 
through the mobilization of private capital. It is authorized to advance loans to 
private undertakings only on the guarantee of the member-country in whose terri¬ 
tory the borrower resides. The Bank’s Charter authorizes it to make loans for 
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specific projects that are productive and to finance the foreign exchange requ.re- 

ments of such projects. The merits of all projects to be financed are exam.ned 

bv the Bank before hand with respect to the overall development needs and pro¬ 
grammes of the borrowing country. In the course of its loan operations it also 
renders technical assistance to the underdeveloped countries including the orga¬ 
nization and direction of pre-investment studies to bring projects °f programmes 
to the point of readiness for financing. It has also a staff college, the ED ( 
nomic Development Institute) which offers courses (five to six a year) to officials 
from underdeveloped countries. The Bank has granted loans to 
railways. Agricultural Machinery Project, the DVC. Koyna Project, co l industry 
expansion of telecommunications etc. The period of loan vanes from 10 to 

^ ^international Finance Corporation (IFC) is a daughter institution of the 
IBRD. It was set up in 1956 to remove rigidities in the leading proce I r 
Bank. Thus it can make leans to private concerns without the approval or 
guarantee of the member-country. It is also entitled to subscribe to the equ ty 
shares and bonds of private corporations. The IFC ,s empowered o sell us n 
vestments in private capital markets to raise additional funds As P' 15 Cha 
the purpose of the IFC is “to promote the growth of productive P nv 
prise, particularly in less developed countries.” In May 1970 the subsen P 
of IFC amounted to 106.954.000 dollars with 94 

makes investments for a variety of purposes. I. assists in financing pnvafemdw 
trial finance corporations, makes direct investments in pr ° c * . h domcs . 

taring industries, helps in financing new companies ,n co'labora.ion with domes^ 

tic as well as foreign investment institutions, and even go . 

assisting established industrial concerns in their expanse and 

The Internationa' Development Association (IDA) is another daughter ins..^ 
tution of the IBRD and is attached more to the Bank than is lb’ A . 
of the IBRD and IDA is the one and the same, fhe «e«bersh^of he^IDA ,s 

open to the members of the IBRD. The purposes °r * " c established "to 
the same as those . I the latter. To be precise, the IDA has been «t ° 
provide development financing to the less developed countries on terms whic 
Sear less heavily on the balance of payments of recipient countn. than to «» 
vcutional loans.” All the development loans have been for 5 y . 
with 10 years as the period of grace for repayment. A service ch^ge of 0 75 
cent is charged annually. It has advanced loans |o ^dm for vanems capuwl 
projects such as construction of national highways, irrigation and power proI. 
drainage projects, railway projects, power transmission, agricultural .credit, 
aviation, fertilizer and wheat storage projects, etc. These are repa. 

annual instalments with icn-ycar period of grace. United 

Mention should also be made of the two development agencies of Un.ua 
Nations. They are the United Nations Development Programme (UNDP) and 
the Special United Nations Fund for Economic Development (SUNFED). y 
are directly administered by the United Nations through its nine specialized ag 
cies such as the International Labour Organization (ILO). the World H eall g 
nization (WHO) and the UNESCO etc. The SUNFED. established in January 
1959. makes grants for essential pre-investment projects through su y 
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feasibility studies, applied research, and manpower training and technical educa¬ 
tion.” Thus it aims at “the removal of bottlenecks and other obstacles that have 
been hampering the progress of the country or region. Among the most impor¬ 
tant of these is the lack of comprehensive surveys in depth of natural resources, 
manpower, skills and industrial potentials which would create a solid basis for 
future advancement.” 2 54 projects involving 54 million dollars have been approv¬ 
ed for India since 1959. In addition nearly $ 3 million is available annually to 
India for smaller projects. It is to be noted that 80 per cent of the Special Fund 
allocations are in the form of exports and equipment. 

UNDP is an older institution than the Special Fund and has as annual budget 
of 30 million dollars. It does not make loans but provides technical assistance in 
the form of provision of the services of experts and equipment and training 
facilities for Indian personnel abroad. Earlier it provided technical assistance on 
project to project basis. However, from January 1972, a new system of country 
programme has been introduced. This involves an approved time-framed pro¬ 
gramme, and programming of UNDP assistance at the country level on the basis 
of an ‘indicative planning figure.’ 

Factors Determining the Amount of Foreigo Aid for Economic Development 

The amount of foreign aid flowing to underdeveloped countries, however, 
depends upon a number of factors. The first is the availability of funds. Advanced 
countries should have enough surplus capital to export. There does not appear 
to be a plethora of surplus capital in such countries. With the exception of the 
United States, there are very few countries that can spare so much capital as 
to bring it up to 10-15 billion dollars annually, required by underdeveloped 
countries. Some of the developed countries like Canada and Australia themselves 
borrow from the United States and Great Britain to finance their development 
projects. However, a genuine effort on the part of rich countries to mop up 
surplus capital can meet the requirements of underdeveloped countries. 

The second factor is the absorptive capacity of the recipient country. Under¬ 
developed countries should get as much as they could usefully invest. Absorp¬ 
tive capacity covers all the ways in which the ability to plan and execute deve¬ 
lopment projects, to change the structure of the economy, and to reallocate 
resources is circumscribed by the lack of crucial factors, by institutional pro¬ 
blems or by unsuitable organization. The structure of the economy along with 
the utilisation of its existing capacity will have an important bearing on a coun¬ 
try’s absorptive capacity. 3 The International Bank for Reconstruction and Deve¬ 
lopment stated in its Fourth Annual Report: “The principal limitations upon 
Bank financing in the development field has not been lack of money but lack 
of well-prepared and well-planned projects ready for immediate execution. The 
projects must not only be built, to be “absorbed,” they must be productive.” 
The amount of capital that can be utilized by an underdeveloped country is 
determined by the availability of complementary resources. It will remain un- 

"The Uoited Nations Special Fund: An Explanatory Paper by the Managing Director,” 
quoted by D.L. Gordon, Ibid. 

•J.H. Adler, Absorptive Capacity: The Concept and Its Determinants, 1965. 
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aU, “for an effective use of foreign . natc delay in the utilization of 

grammes rather than projects. T is w magnitude of utilization.' 1 

authorized aid and "Lee of’,he absorpt.ve capacity 

Professor Higgins lists the follow g onnortuoities for improvements 

of a country: unutilized ^,^23*** financial re- 
in technology: a well-construed projects ex- 

sources; public and business unjled v( . romenl having the support of 
pcditiously and efficiently, a stro g nnderaoiDR cultural change and 

the masses; a fluid and flexible ,£ level of fi.eracy 

willing to shift from a * r,cullura * d a , e cbnotogy-minded and development- 

has little adequately developed human and n ' be aU lhe morc difficult 
impediment to the effective use offP forcigo aid if it lacks in human and 
for such a country to utilize the u t0 cc000 mic development, 

natural resources. But the latter should not act as liinit to ccoo ^ t 

The fourth factor is the capacity of t e rcc, P l . . j s acts ^ a barrier to 
very pertinent problem. For the burdenbe 
the borrowing of large funds by un erreve op ^ rcpaymcntf however, hinges 
attributed to their extreme poveW 7h P (o * J lhcir foreign exchange 
on their capacity to export and { ih ' 1 * inl oul that, in the short run, 

resources. V.K.R.V. Rao and Dh . imoact or the investment 

the capacity to repay is dictated by the foreign " g deere «in g . "Overtime, the 
undertaken, whether it be export-, ncreasin or to produc.i- 

only determinant of the capacity to repay c V stem to skim off the 

necessary portion of that productivity in t P f payment is that the 

so as to transfer debt service abroad. The requirement for payment 


•V.K.R.V. Rao and Dharam Narain. op. cii. 
*Op. clt., pp. 609*620. 
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fiscal system raise the necessary funds, and the transformation occur to shift 
resources into export-increasing or import-decreasing lines.*’ 8 If loans flow in a 
steady and increasing stream and for very long periods wilh liberal terms of 
repayment, the problem of repayment is easy. For, in a very long period, the 
borrowing countries would have raised their outputs to such an extent as to per¬ 
mit net repayment. But prudence demands, that loans should be tied to self- 
liquidating works, while grants should be made available for specific social over¬ 
heads, such as research, education, public health, and community development. 

Lastly, perhaps the most important factor is the will and the effort on the part 
of the recipient country to develop. Capital received from abroad does not 
fructify, unless it is desired and paralleled by an effort on the part of the recipient 
country. As Nurkse aptly said, “Capital is made at home." The role of foreign 
capital is to act as an effective agent for the mobilization of a country’s will. 


AJd or Trade 

Of late, the idea has been gaining ground among the less developed countries 
(LDCs) that trade and not aid is essential for their rapid development. It is 
contended that the developed countries have failed to meet the aid requirements 
of the developing economies during the ‘development decade’ of 1970s. A 
UNCTAD resolution adopted by a large majority of the developed countries 
had, in a way, made it obligatory on them to anoually contribute to LDCs at 
least one per cent of their national income net after deducting withdrawals of 
external capital including amortisation and repayment. But they failed to contri¬ 
bute more than 0.5 per cent of their national income. (Sec Table 46.2) This has 
been especially disheartening when the capacity to absorb more aid has been ex¬ 
panding on the part of the developing nations and their economic performance 
through aid has also improved much. Gerald M. Meier has aptly observed that 
"the flow of foreign capital from developed countries to LDCs has levelled off, 
and the external debt servicing problem has intensified: the import surplus 
supported by foreign capital has, therefore, fallen markedly in recent years, and 
the net transfer of resources beyond imports based on exports has become rela¬ 
tively insignificant for the majority of LDCs. To the extent this foreign exchange 
constraint is not removed, an LDC cannot fulfil the import requirements of its 
development programme. The LDC must then undertake policies that will do one 
or a combination of the following: reduce the country’s rate of development, re¬ 
place imports, expand exports, improve the country’s terms of trade, induce a 
larger inflow of foreign aid.’’ 7 

A larger inflow of foreign aid is neither feasible nor desirable for the less deve¬ 
loped countries. Foreign aid has undoubtedly provided crucial support to the 
development plans of such countries, but the developed countries are not pre¬ 
pared to supply aid to the extent required by the less developed. On the other 
hand, the less developed countries are not anxious to have tied aid at the strict 
conditions laid down by the donors.* Prior to the meeting of UNCTAD I in 

'R. Nurkse, op. eit. 

*G.M. Meier, Leading Issues in Economic Developmcns, 2od ed., 1970. 

'Refer co Ch.*4 for demerits of tied aid. 
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1964, the policy of import substitution was much favoured by the underdeve¬ 
loped countries but it failed to solve their problems. Since then, the three 
UNCTAD conferences held so far have stressed the outward-looking policies of 
export promotion and improvement in the terms of trade for the less deve ^ P * 
countries. The UNCTAD has been pleading for P rtf ""‘' a “ „ as 

factured and semi-manufactured exports of the LDC whereby 

m 's?iS«d other developing countries should make tremendous efforts to 

1980-81 India can emerge with a trade surplus ot ks even 

keeps on expanding her “alal rate of 8 per cent per 

if her imports con.inue toexpand «* proj e C ,ions pre-suppose 

annum during the decade 1970-71 ion****. Jhe TandoQ 

adoption of measures for * h * 0 f Rs 17,968 crores for 1990-91 against 

Committee 11 has suggested an expo g growth rate 

the estimated M rf £ l» h 

of 10 per cent annually. This projected le . * |he country's share in world 

"vigorous policies." This is expected to ncrea* He w 

uade from 0.5 per sent to oncpercemby on , y , f , h(re is 

But a policy that favours trade and n jn expor , carnings . Trade will 

an increase in domestic » v,n « s *^ a ra , se natio nal income and this 

substitute for aid when larger «««**“ * jn transferring real resources for 

leads to increased savings. Tradc also P prices for 

investment when the less developed countries a . . t agreements, 

their exports from the developed countries under pr cremlaMradmg^g, ^ ^ 

Developing countries at a higher level o evelop^ ^ formalion bu , n0 deve- 

able to utilise tbe.r export earnings f° h|ghet ,ban the world market. 

loped country would be prepaied to bU f d P c vclop.o g eCO n 0 m.es and then trade 
So the need is to stabilise the price level in developing eco 

can substitute aid admirably. development should not 

However, countries that are in the early phase lrad c 

think of substituting trade for aid because they can on.y 
through aid over the long run. 


•I, ni formed on 14 December 1970 by devetoped countries a, Pans and includes all 
European Countries, US. Canada and Japan- 
‘•Vadilal Dagli, op. cil. 

"Vi* Economic Times, May 15, 1980 Tommcrcial Policy and Economic 

■•For export promotion measures refer lo me chapter Commercial 

Development.' 
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ECONOMIC PLANNING 


MEANING OF ECONOMIC PLANNING 

SPHERE is no agreement among economists with regard to the meaning of the 
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^lanni^g.^ut'^e^stM^can'intervene e '^^*^*”^™*j' I J*^jn ( j > being'the t rea*i- 
is planning? Planning is a technique a mean % and obje 8 clives laid 

zation of ccrtaiu per-determined bc t0 ac bj cv e economic, 

down by a central planning authority. -tbe issue is not between a 

social, political or military objectives. Therefore, tbe issue 

plan and no plan, it is between different m s o p ^ ^ tcrm planniDg 

Professor Lewis has referred to six different literature in which it 

is used in economic literature rcsidcn tial buildings, cinemas 
refers only to the geographical zoning * 0 i an ning and sometimes 

and the like. Sometimes this is called the govern- 

just planning. Secondly, ‘planning me n y cnend Thirdly, a ‘planned 
ment will spend in the future, if it has the ^ resources 

economy' is one in which each 1 disposes of its 

of men, mater.als and equipment al° ca * d l0 £ hy cen tral order. Fourthly, 
product exclusively to personsor firmnd'ca.edto ^ .X n ^ ^ ^ goyfrn . 
•planning' somet.mes means any; set ting f nmeDts praclise this 

ment, whether for private or public enterp ; , f ® e or lwo industries or 

type of planning if only he™ targets are set for 

services to which they attach special ™ '; untry . $ labour , foreign 

the economy as a whole, purporting 'he cO e ^ of 

exchange, raw materials and other resou cometimes used to describe 

the economy.” And .finally, the word -p inning private enterprise 

the means which the government uses to try to enforce P 

the targets which have been previously < J ctcr ® 1 " , j , n0ing 0 f the economy. 
But Ferdynand Zweig maintains that ‘planning is planning works or 

not within the economy. It is not a mere p anm ccQT]0tny as a whole. 3 Thus 
separate section of the national economy, u Manning of the economy, 

planning does no, mean piecemeal planning but •«"^“^ ,8 Robbios defines 
Some of the definitions of economic planning ar 


»L Robbins. Economic Policy and Inter national Ordc .. P- • 
•W.A. Lewis, The Principles of Economics Planning. 

»F. Zweig, Planning of Free Societies, p. 14. 
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economic planning as “collective control or supersession of private activities of 
production and exchange.” 

To Hayek, planning means, “the direction of productive activity by a central 

authority.” . . . .. 

According to Dr Dalton, “Economic planning in the widest sense is the deli¬ 
berate direction by persons incharge of large resources of economic activity 
towards chosen ends.” 

Lewis Lordwin defined economic planning “as a scheme of economic organi¬ 
zation in which individual and separate plants, enterprises, and industries are 
treated as coordinate units of one single system for the purpose of utilizing 
available resources to achieve the maximum satisfaction of the people’s needs 
within a given time.” 

In the words ofZweig, “Economic planning consists in the extension of the 
functions of public authorities to organization and utilization of economic re¬ 
sources_Planning implies and leads to centralization of the national 

economy.” 

One of the most popular definitions is by Dickinson who defines planning as 
“the making of major economic decisions what and how much is to be produc¬ 
ed, how, when and where it is to be produced, to whom it is to be allocated, by 
the conscious decision of a determinate authority, on the basis of comprehensive 
survey of the economic system as a whole.” 

Even though there is no unanimity of opinion on the subject, yet economic 
planning as understood by the majority of economists implies deliberate control 

and direction of the economy by a central authority for the purpose of achieving 

definite targets and objectives within a specified period of time. 

Need for Planning in Underdeveloped Countries 

One of the principal objectives of planning in underdeveloped countries is to 
increase the rate of economic development. In the words of D. R. Gadgil, “Plan¬ 
ning for economic development implies external direction or regulation of eco¬ 
nomic activity by the planning authority which is, in most cases, identified with 
the government of the State.*' 4 It means increasing the rate of capital formation 
by raising the levels of income, saving and investment. But increasing the rate 
of capital formation in underdeveloped economies is beset with a number of 
difficulties. People arc poverty ridden. Their capacity to save is extremely low 
due to low levels of income and high propensity to consume. As a result, the 
rate of investment is low which leads to capital deficiency and low productivity. 
Low productivity means low income and the vicious circle is complete. This 
vicious economic circle can only be broken by planned development. Two 
methods arc open to underdeveloped countries. One is planned development by 
importing capital from abroad which Zweig calls ‘supported industrialization/ 
and the other is by forced saving which he characterises as ‘self-sufficient indus¬ 
trialization’. 

The rationale for planning arises in such countries to improve and strengthen 
the market mechanism. The market mechanism works imperfectly in under¬ 
developed countries because of the ignorance and unfamiliarity with it. A large 


4 D.R. Gadgil, Planning and Economic Policy in India, p. 88. 
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ning is the only path open to underdeveloped countries. There is no greater, 
truth than this that the idea of planning took a practical shape in an under¬ 
developed country and that this is the only hope of the resurgent underdevelop¬ 
ed countries of the world. The rapid development of the USSR, a poor country 
at the time of the October Revolution, bears testimony to this fact. To sum up 
in the words of Professor Gadgil, “Planning for economic development is under¬ 
taken presumably because the pace of direction of development taking place in 
the absence of external intervention is not considered to be satisfactory and be¬ 
cause it is further held that appropriate external intervention will result in in¬ 
creasing considerably the pace of development and directing it properly. Plan¬ 
ners seek to bring about a rationalization, and if possible and necessary, some 
reduction of consumption, to evolve and adopt a long-term plan of appropriate 
investment of capital resources with progressively improved techniques, a pro¬ 
gramme of training and education through which the competence of labour to 
make use of capital resources is increased, and a better distribution of the 
national product so as to attain social security and peace. Planning, therefore, 
means in a sense, no more than better organization, consistent and far-seeing 
organization and comprehensive all-sided organization. Direction, regulations, 
controls on private activity, and increasing the sphere of public activity, are all 
parts of organizational effort.” 6 

Plan Formulation and Requisites for Successful Planning 

The formulation and success of a plan require the following: 

1. Planning commission. The first prerequisite for a plan is the setting up 
of a planning commission which should be organised in a proper way. It should 
be divided and sub-divided into a number of divisions and sub-divisons under 
such experts as economists, statisticians, engineers, etc. dealing with the various 
aspects of the economy. 

2. Statistical data. A pre-requisite for sound planning is a thorough survey 
of the existing and potential resources of a country together with its deficiencies. 
As Baykov puts it: “Every act of planning, insofar as it is not mere fantastic 
castle building, presupposes a preliminary investigation of existing resources.”® 
Such a survey is essential for the collection of statistical data and information 
with regard to the total available material, capital and human resources of the 
country. Data pertaining to the available and potential natural resources along 
with the degree of their exploitation, agricultural and industrial output, trans¬ 
port, technical and non-technical personnel etc., are essential for fixing targets 
and priorities in planning. It, therefore, requires the setting up of a central 
statistical organization with a network of statistical bureaux for collecting statis¬ 
tical data and information for the formulation of the plan. 

3. Objectives. The plan may lay down the following objectives: to increase 
national income and per capita income; to expand employment opportunities; to 
reduce inequalities of income and wealth and concentration of economic power; 
to raise agricultural production; to industrialise the economy; to achieve balanc¬ 
ed regional development; to achieve self-reliance, etc. The various goals and 


'Ibid 

•The Development of the Soviet Economic System, p. 427. 
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objectives should be realistic, mutually compatible and flexible enough in keep- 
ine with the requirements of the economy. # 

4 Fiction Of targets and priorities. The next problem ,s to fix targets 

and priorities for achieving the objectives laid down in the plan. T^y ^uld be 
both global and sectoral. Global targets must be bold and cover every aspect 
of the economy. They include quantitative production targets, so 
million tons of foodstuffs, coals, steel, fertilizers, etc., so many kitowatt* 
power capacity, so many metres of railways and roads, so many add tional 

training institutions, so much increase in national income, saving, investment, 

etc There are also sectoral targets pertaining to individual industries and p 
ducts in physical and value terms both for the private and public sec ors^ Giobrt 
and sectoral targets should be mutually consistent in order to attain < he 
growth rate for economy. This necessitates determining priorities■ *"«' ' es 
Should be laid down on the basis of the short-term and long-term oe-jtaoftt* 
economy keeping in view the available material, capital and human resources 
Such schemes or projects which are required to be executed first, should be 
given top priority while the less important should have a low priority. The 
scheme of priorities should not be rigid but may be changed according *® f 
requirements of the country. Thus “sound governmental plMDing consists of 
establishing intelligent priorities for the public investment 
formulating a sensible and consistent set of public polices to encourage gr 

in ?Xbm. S .\tno 7 fr..ou,c... A plan fixes the public sector outlay for 
which resources are required to be mobilised. There y' ^nous interna and 
external resources for financing a plan. Savings, profits of public enterprises Mt 

marketing borrowings, taxation and deficit financing are the principal internal 
sources of finance for the public sector. Net budgetary receipts e®"esPOndmg 

to external assistance relate to the external sources of financmg the P ^ 
plan should lay down such policies and instruments for mobil.s "g r * s ° urc * S 
which fulfil the financial outlay of the plan without inflationary “ d J 

payments pressures. At the same time, they should encourage corporate and 

household savings of the private sector. halances in the 

their availabilities, and between the demand for imports 

^Aggregate*swings come from various sources such-voluntary savings, taxa¬ 
tion, profits of public enterprises, asse ,s and inventories 

«He supply a„d demand ^ods^uires 


’W.A. Lewis, Development Planning, 1966. p p ur 

•For problems of resource mobilisation refer to Chapters .n Parts 

book. 
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the supply of intermediate goods with their demand, and the proposed require¬ 
ments of exports of goods with their supplies. Balances are also required bet¬ 
ween planned demand and supply of manpower, and between import require¬ 
ments and the available foreign exchange during the plan period. 

In fact, two kinds of balances must be secured in a plan. The first is the phy¬ 
sical balance which consists of balancing the planned increase in output of 

various goods with the amounts and types of investment. It also requires the 

balancing of the outputs of the various sectors of the economy. This is achieved 
through the input-output technique because the output of one sector or industry 
is the input of the other for producing its output. Physical balancing is essential 
for the internal consistency of the plan, otherwise such physical obstacles as lack 
of raw materials, manpower, etc. will develop in the economy. The second is the 
monetary or financial balance which consists of balancing the incomes of the 
people with the amount of goods available to them for consumption, the funds 
used for private investment and the amount of investment goods available to 
private investors, the funds used for public investment and the amount of invest¬ 
ment goods produced by the public sector, and the balancing of foreign payments 
and receipts. The lack of these financial balances will lead to disequilibrium in 
the supply and demand for physical goods thereby leading to inflationary and 
balance of payments pressures during planning. 

7. Incorrupt and efficient administration. A strong, efficient and incor¬ 
rupt administration is the sine qua non of successful planning. But this is what 
an underdeveloped country lacks the most. Lewis regards a strong, competent 
and incorrupt administration as the first condition for the success of a plan. The 
Central Cabinet in an underdeveloped country should not take important econo¬ 
mic decisions hurriedly without getting them properly examined from technical 
advisers. Competent administrative staff should be appointed in various minis¬ 
tries which should first prepare good feasibility reports of proposed projects 
before starting them. It should gain experience in planning and starting a project, 
keeping it on schedule, amending it in case of some unexpected snags, and evalu¬ 
ating it from time to time. Without such administrative machinery, development 
planning has no locus standi in an underdeveloped country. Lewis is very empha¬ 
tic when he writes, “In the absence of such an administration it is often much 
better that governments should be laissez-faire than they should pretend to plan.”® 
The phenomenal success of development planning in Russia can be attributed 
to “a highly trained and disciplined priestly order of the Communist Party,” “In 
making a plan,” writes Lewis at another place, “technique is subsidiary to policy. 
Hence although the basic techniques arc displayed, the emphasis is throughout 
on policy. The economics of development is not very complicated; the secret of 
successful planning lies more in sensible politics and good Public administration.” 

8. Proper development policy. The state should lay down a proper deve¬ 
lopment policy for the success of a development plan and to avoid any pitfalls 
that may arise in the development process. Professor Lewis lists the following 
main elements of such a development policy: (/) investigation of development 
potential; survey of national resources, scientific research; market research; (ii) 
provision of adequate infrastructure (water, power, transport, and communica- 

•W.A. Lewis, Vie Principles of Economic Planning, 1954 and Development Planning, 1966. 
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tions) whether by public or private agencies: (//«) provision of specialized train- 
ing facilities, as well as adequate general education, thereby ensuring ne 
skflls- (iv) improving the legal framework of economic activity, especially 
relating to land tenure, corporations and commercial transactions 00> <• P. g 
. hotter markets including commodity markets, sccur y 

credit facilities’, (W) seeking 

potential entrepreneurs, both domestic and foreign. vH ntrois 

zation of resources, both by offering mducements and by °P- ra, ' n f c ° n and 
against misuse, and (v/ii) promoting an increase in saving *° ,h P 
public” The success of a development plan can bctesedmainly 
various proposals under each of these heads. Good polices help, but they m y 
not ensure success. Lewis, therefore, likens development planning.to «ed c 
which in the hands of a good practitioner may Perform useful tricks bu^ 
-still the case that many patients die who are expected to live, and y 

= 

mies in administration, particularly in the expansion of ‘« nd , he 

departments “The people must feel confident that every pie that th yP V 
government through taxation and borrowings is properly spend for their we 

economic planning on a big scale- Professor Galbraith 12 an 

sssg=s 

democratic and “prime attention must be ported to » *■« *" 

range of the model income that can be purchased by the^typical ITamilly. . . 

bicycles in a low-income country are thus es is be«er “han a 

stssis 3a -»?- —- 

shelter, for these are the most universal ofrequirements to be 

Planning requires the unstinted cooperation o p P . approval 

should be above party politics, but at the same time, it should have the appro 


10 Development Planning, pp. 22-23. . 

“Shriman Narayan, Trends in Indian Planning, p. 36. Italics mine 
“J.K. Galbraith, Economic Development in Perspective, 1962. 
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of all the parties. In other words, a plan should be regarded as a National Plai» 
when it is approved by the representatives of the people. For, without public 
support no plan can be a success. As Lewis states: “Popular enthusiasm is both- 
the lubricating oil planning and the petrol of economic development, a dynamic 
force that makes all things possible." 13 

PLANNING BY DIRECTION AND PLANNING BY INDUCEMENT 

Professor Lewis 14 draws a distinction between planning by direction and plan¬ 
ning by inducement for the purpose of mobilizing resources for the plan. 

Planning by Direction 

Planning by direction is an integral part of a socialist-society like that of the 
Soviet Union. It entails complete absence of laissez-faire. There is one central 
authority which plans, directs, and orders the execution of the plan in accor¬ 
dance with pre-determined targets and priorities. Such planning is comprehen¬ 
sive and encompasses the entire economy. As Lange has stated: “With regard 
to the socialist sector the national plan represents a binding directive. The 
targets of the national plan and its financial provision represent orders to be 
carried out of the various ministries and the enterprises subject to him. They 
are duty bound to carry out the directives of the plan." The State holds the 
“commanding posts” in its hands by taking over the entire private industrial and 
agricultural sectors, and banking and transport. “Without such concentration 
the State would lack the means to carry out the tasks of the plan. Provisions in 
the plan would be mere “pious wishes" without any guarantee of realization 
attached to them." 16 

Its drawbacks. But planning by direction has got some drawbacks. 

First, planning by direction is associated with a bureaucratic and totalitarian 
regime. There is complete absence of consumers’ sovereignty. People are not 
allowed to spend and consume according to their choice. Even the right to 
choose one’s occupation does not exist. Both the consumer and labour markets 
are determined by the planning authority. Rationing and price controls are the 
main props of planning by direction which will lead to corruption and nepotism. 
Thus there is no economic freedom. As aptly pointed out by Hayek, “Economic 
planning would involve directions of almost the whole of our life. There is 
hardly any aspect of it, from our primary need to our relations, with our family 
and friends, from the nature of our work to the use of our leisure, over which 
the planner would not exercise his conscious control." 16 

Secondly , planning by direction is always unsatisfactory because the present 
economic system is exceedingly complex. In order to increase the output of a 
commodity, planning requires the increase in the output of all complementaries 
or a reduction in the output of substitutes. And when such decisions are to be 
taken in the case of innumerable commodities, it becomes an cxtermely difficult 


19 Principles of Economic Planning, op. clt., p. 128. 
u lbid., Chapter I. 

“0 Lange. Essays on Economic Planning, pp. 14-16. 
“F.W. Hayek, Road to Serfdom. 
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task, and targets are never fulfilled. As Lewis remarks. “In planning by direction 
the result is always a shortage of some things, and a surplus ofothers. 

Thirdly, planning by direction is always inflexible. Once a plan h b« 
drawn, it becomes impossible to revise any part of .t, necess,tated by c,rcum 
tances. For, it is an ex.ermely difficult task to alter a part of the plan without 

altering the whole of it. So the plan has to be carried through as an integrated 
whole dispite the various pitfalls. ai f 

Fourthly, as a corollary to the above, as the plan proceeds the fulfilment of 
targets under planning by direction becomes a difficult task. The more one= trie 
to overcome the difficulties of planning by direction, the more costly the f 
ment of targets become in terms of resources. , . t 

Fifthly, planning by direction develops what Lewis calls the tendency 

Procrustean.” It lelds to excessive standardization because it makes produc on 
process easy. A standardized product is manufactured without any variene s. 
Lewis maintains that “standardization is frequently an engine of progress,^but ,t 
is also frequently the enemy of happiness, and in foreign trade it is in many lines 

fatal to success." Moreover, production of only one type of standard good 

each line of production is inimical to the growth of in.t.ative and enterprise. 

There is no urge to innovate. . 

Lastly, planning by direction is a costly affair. It requires an amyofcrks 
statisticians, economists, and other trained personnel. Large funds are spent o 

conducting innumerable surveys and censuses. 

Despite all these defects in planning by direction, the experience of 
Union is a clear testimony to the fact that this type of planning is the most 
effective technique for accelerating the growth rate of the economy. 

Planning by Inducement , . . rn'ini- 

Planning by inducement is democratic planning. It means L of 

pulating the market. There is no compulsion but persuat.on. There is freedom 
enterprise, freedom of consumption and freedom of production.. Buttthese rec 
doms’are subject to state control and regulation. People are induced to act m 
certain way through various monetary and fiscal measures 
authority wishes to encourage the production of a commodity, it «• E 
sidy to the firms. And if it finds scarcity of goods in the market . can .ntrodu^ 
price control and rationing. In order to increase the rate of capital fo"na' ° n 
the planning authority can then undertake public investment and/or encourag 
private investment. It can adopt a suitable monetary policy and at the same time 
a taxation policy which encourages investment and discourages consump.io^ 
Thus planning by inducement is able to achieve the same results as J 

to be achieved in planning by direction but with less sacrifice of individual 

Its ^difficulties. But planning by inducement is beset with a number of^diffi¬ 
culties which may make it less successful as compared to planning 1by direc ion. 

(0 It is maintained that the incentives offered may not be adequate for lhe 
producers and consumers to act the way the State desires them to behave. It 

may upset the government plans. eiirn | IK .. 

(//) Since the actual working of the plan is left to the market forces, * 
or shortages are bound to arise. Proper adjustment between demand and supp y 
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is difficult to achieve. Shortages are frequent and they necessitate- price control 
and rationing which are the forms of direction. In such a situation, planning by 
inducement merges into planning by direction. 

(iii) Similarly, monetary and fiscal measures alone are inadequate, to induce 
planned development of the economy by raising the rate of capital formation. We 
have seen above that it is very difficult to raise the rate of capital formation in 
an underdeveloped country because of the low levels of income and saving. 
People have a tendency to utilize their savings in unproductive channels. On the 
other hand, planning by direction is more useful for this purpose. 

Conclusion 

Whether a country should adopt the method of planning by direction or plan¬ 
ning by inducement depends entirely on the system of government. A full-fled¬ 
ged socialist country will adopt planning by direction. On the other hand, a 
capitalist economy will adhere to the technique of planning by inducement. 

But both these planning techniques are complementary. They cannot be placed 
into water-tight compartments. Both of them are indispensable and at the same 
time practicable in underdeveloped countries. The state alone is incapable of 
developing the economy in such countries. It lacks not only in financial but also 
in administrative resources. So it leads the private sector to work and expand 
under its direction and control. For this, inducements, can be given in the form 
of subsidies and tax exemptions. Savings, investment, consumption and produc¬ 
tions can be directed into right directions. The state can obtain resources though 
deficit financing, borrowing and taxation. It can also set up basic and heavy 
industries and undertake social and economic overheads. Thus the best course 
for an underdeveloped country is to have a judicious blending of the two. 

India has adopted a middle course of action in her development plans—a 
mixed economy in which both planning by direction and planning by inducement 
are playing their respective roles. 

FINANCIAL AND PHYSICAL PLANNING 

Financial planning refers to the technique of planning in which resoures are 
allocated in terms of money while physical planning pertains to the allocation of 
resources in terms of men, materials and machinery. 

Financial Planning 

Finance is the main key to economic planning. If sufficient finances are avail¬ 
able, it is not difficult to achieve physical targets. But without the stipulated 
financial resources it is not possible to carry the plan to its successful culmina¬ 
tion. Financial planning is essential in order to remove maladjustments between 
supplies and demand and for calculating costs and benefits of the various 
projects. The Indian Planning commission points out that: “The essence of 
financial planning is to ensure that demands and supplies are matched in a 
manner which exploits physical potentialities as fully as possible without major 
and unplanned changes in the price structure .” 17 


11 Second Five Year Plan, p. 16 . 
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In the case of financial planning “the outlay is fixed in terms of money and 
the estimates are made on the basis of various hypotheses regarding lhc 8 r ° 
of the national income, consumption, imports, etc., to cover this outlay by taxa 
Uon savTgs and the increase in the cash holding” “This consists ,n establishing 
an equilibrium between the incomes of the populat.on-wages incomes of 
peasants and others-and the amount of consumers goods which will be avail 
able to the population. .. . Further it must establish equilibrium between that 
part of incomes of the population which will be used for P r,vate ‘°'’ es ' , "“ 
the amount of investment goods made available to private mvedM. Finally. m 
the public sector a balance must be established between the financial funds made 
available for investment purposes and the amount of investment 
will be produced or imported. In addition to these balances, it is necessary to 
Sbltsh the balance of fore,gn payments and receipts/- 
thus thought to secure a balance between demands and supplies, avoid mfiation 

to be an exaggerated view, for financial 

-ntry there is a vast subsist.nce non-m.ne- 

an sr;^ 

will lead to balance of payments difficulties from which underdeveloped 

,ri ^uX dy «“Successful financial planning mus, be free from all bottlenecks 

espcciaHy inflationary rise in prices. It is more appropriate to use m sectoral 

of employment at average who are privileged to obtain employment 

s 

.. .«>.»rr 

'“S" ■" “”“;s bllmc consist. in . W 

incomes and employment. Iltepny Investment coefficients 

•ion of the relations between .nves.mcn. and ou.p^ and also lhe 

a c-rr 0 f?h:n^ 

a coal, how much electric power is needed in 

••O. Lange, Sconce Denlopnun,. Plann.n' W ,n,ernoU.na, M 
**Second Five Year Plan, op. til., P- 14. 
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-order to produce an additional ton of steel. On this basis, the planned increase 
in output of various products is balanced with the amounts and types of invest¬ 
ment. It is also necessary to balance the outputs of the various sections of the 

economy because_the output of one branch of the economy serves as an 

input for producing the output of another branch.” Financial planning is only a 
means to achieve this end. Lack of financing to carry out an investment project 
in an underdeveloped country ordinarily does not reflect the lack of physical 
resources but failure to use the real resources in the proper manner. 

In physical planuing, an overall assessment is made of the available real 
resources such as raw materials, manpower, etc., and bow they have to be 
obtained so that bottlenecks may not appear during the working of the plan. 
Physical planning requires the fixation of physical targets with regard to agricul¬ 
tural and industrial production, socio-cultural and transportation services, con¬ 
sumption levels and in respect of employment, income and investment levels of 
the economy. There must be proper balances in the various targets set in the 
plan. Moreover, physical planning has to be viewed as an overall long-term 
planning rather than a short-term piecemeal planning. Professor Balogh stresses 
the importance of physical planning in these words, “The only politically sound 
and morally responsible strategy involves steady pressure up to the limits of 
physical resources. It involves hair-sharp sectoral balance and concentration of 
attention on the widening of supply bottlenecks as they arise. The soundness of 
a plan from a national point of view can be tested only by the strain it causes. 
A lessening of strain, the accumulation, for instance, of foreign reserves, means 
that the system is not being driven to the utmost of its physical capacity." 20 

Its limitations. But physical planning has certain limitations in an under¬ 
developed country. 

First, The most formidable problem in such economies is the lack of statis¬ 
tical data and information with regard to the available physical resources. If 
physical targets are fixed beyond the availability of resources on the basis of 
inaccurate data, planning will end in a fiasco. 

Secondly, another problem is that of balancing the different segments of the 
economy. It is not possible to attain internal consistency of a high order in an 
underdeveloped country due to its inherent structural difficulties. The country 
may not have reached that state of technology needed for achieving the targets 
laid down. There may be unexpected failure of harvests thus restricting the 
supply of agricultural commodities. Or, industrial production itself may fall due 
to the shortage of power supply. Dr Lange suggests that in order to provide for 
such contingencies, the input-output and consumption balances must provide 
for certain reserve stocks. 21 

Thirdly, such shortages in physical targets are bound to lead to inflationary 
pressures through an increase in prices. An inflationary process is extremely 
harmful for an underdeveloped economy where levels of income and saving are 
already very low. In such a situation, the Indian Planning Commission recom¬ 
mends physical controls and allocations. Realizing the administrative cumbrous¬ 
ness and hardships associated with controls and rationing, it emphasized that 


“Notes on Indian Economic Strategy (Ming. ISI). 

,l O. Lange, Essays on Economic Planning, op. cit., p. 6. 
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these controls should not be regarded as sufficient by themselves and should be 
simultaneously accompanied by measures to increase supplies .22 
Lastly, physical planning without financial planning is always a negation of 
planning in an underdeveloped country. If plans are drawn on the basis of 
physical resources without any regard to the availability of financial resources, 
plan targets can never be fulfilled. In India, due to the lack of financial resources 
in the closing year of the Second Plan, the size of the plan had to be pruned to 
the turn of Rs 200 crores, the extent of financial shortage. 


Conclusion 

Now the question is should an underdeveloped country adopt the technique 
of financial planning or physical planning? The answer to this question depends 
on the political structure of the state. In socialist states like Russia, there is 
physical planning. Since there is the absence of private property and all the 
resources belong to the State, finance never acts as a bottleneck. "Lack of finance 
to carry out an investment project reflects lack of physical resources to do so 
or an allocation decision to use these resources elsewhere in the national eco¬ 
nomy. The financial part of planning is only an instrument of social accounting 
in a socialist state.” 23 It is meant to translate the values of inputs and outputs 
in terms of money to calculate costs, profits, incomes and prices. 

In a capitalist country, as already discussed above, financial planning is as 

much important as physical planning. Both are complementary. Both are mutu¬ 
ally consistent. For effective planning, both are needed together. As Mahalanob.s 
pointed out in his Draft Plan Framework, "The physical targets of pmdueMn 

must be balanced in terms of physical quantities of raw materials, machinery. 

energy, transport, etc., and also in terms of manpower and of the flow o money- 
incomes are generated in the very process of production, and supplies 
ed through market operations. Planning requires that aggregate income should 
be balanced with expenditure, savings should match investments, and the supply 

and demand of individual goods and services should be balan “^ ,e . r ” S . 

money so as to avoid any inflationary rise in prices or un esir , 

prices, physical and financial planning are different aspects of the same 

Thus both the techniques are required to be integrated in development plan 
ning. Physical targets should be balanced in terms of e 3V 1 f 

resources, while larger financial resources should be mobilized in order to 
physical targets for accelerating the pace of development. 

PERSPECTIVE PLANNING AND ANNUAL PLANNING 

The phrase ‘perspective planning' refers to long-term planning ^h long 

range targets are set in advance for a period of 15, 20 or y ears ; P develop- 
Plan, according to the Indian Planning Commission, "is a blueprint of develop 
menu to be undertaken over a longer period." A perspective plan.J^wever 
docs not imply one plan for the entire period of 15 or 20 years. . * f 

broader objectives and targets arc to be achieved within the specified period 
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time by dividing the perspective plan into several short-period plans of four, five 
or six years. Compared with the perspective plan, the short-period plan makes 
for greater precision. It is easier to look ahead over short periods than over very 
long periods. Moreover, many unpredictable changes can vitiate the long-term 
date. Therefore, a perspective plan is always split up into short-term plans. Not 
only this, a five year plan is further broken up into annual plans so that each 
annual plan fits into the broad framework of the five year plan. Plans of either 
kind are further divided into regional and sectional plans. Regional plans pertain 
to regions, districts and localities being further split up into sectional plans for 
agricultural, industry, foreign trade, transportation etc. These sectional plans 
are divided into further sub-plans for each branch such as, a plan for food- 

grains, a plan for iron and steel, a plan for exports and so on. All these plans 

and sub-plans are related to the perspective plan. A perspective plan reflects 
long-term targets, while the current plans and sub-plans are the necessary 
support for the former to achieve those targets. “Planning is a continuous pro¬ 
cess and cannot be isolated for short periods. Thus, the present Five Year Plan 
is a projection and continuation of the previous Plans, and it will lead to the 
subsequent Plans. Planning is a continuous movement towards desired goals and 
because of this, all major decisions have to be made by agencies informed of 
these goals and the social purpose behind them. Even in considering a five-year 
period, forward and long-term planning has always to be kept in view. Indeed 
perspective planning is of the essence of the planning process.”24 
“The main purpose of a perspective plan is thus to provide a background to 
the shorter term plans, so that the problems that have to be solved over a very 
long period can be taken into account in planning over a shorter term.... 
Above all, one can express in a perspective plan those forces, the effects of which 
can be estimated with reasonable certainty over long periods. These include 
growth of population, the influence of education, which is only apparent over 
long periods, and the growth of general technological factors which have been 
shown in the past as a measure of regularity. Factors that are exposed to rapid 
changes, such as harvest yields, which arc dependent on the weather, and other 
factors that arc exposed to fruitous or irregular fluctuations cannot be, and for 
the most part also do not need to be taken into account .'" 2b Mahalanobis obser¬ 
ves that perspective planning is necessarily a continuing process and has two 
broad aspects. One is current planning directed to projects included in the 
annual plans within the framework of the Five Year Plan. The successive Five 
Year Plans themselves would have to be fitted into a larger framework of pers¬ 
pective planning with a wide time horizon of 10, 20 or 30 years of even more. 
Perspective planning would be primarily concerned with the technical and 
scientific aspects of long-term growth of the economy. Studies and researches 
would be directed to solving practical problems and would be broadly of a type 
of operational research (although some problems of basic research would no 
doubt arise from time to time). This would call for the active cooperation of a 
large number of engineers, technologists, economists, statisticians and workers 


,l Third Five Year Plan, op. cit.. Italics mice. 

S ‘J. Tinbergen, Development Planning, 1976. Italics mine. 
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in practically all fields of both natural and social sciences.”** There is 

live Planning Division in the Planning Commission of India which is entrusted 

with the task of perspective planning. 27 . . * 

The idea of perspective planning was mooted in 1920 with the launching of 

the first long-term plan for the electrification of Russia-the famous GOELRO 
plan. Up to 1958, Russia had been having five year plans for‘its economic ^ - 
lopment. But in 1959, it embarked upon a twenty-year plan for 1960-80._ the 

target figures for 1959-65 having been regarded as an integral element oltbe.r 

long-term plan for economic development. In India also, the Five Year Plan 
visualize the problem of economic development from a longer perspective. 

Demerits of perspective planning. Planning for fixed periods is essential 
to start with because it goads the people and the government to move on the 
path laid down in the perspective plan. But it is not without ce.U n smous 
demerits. Firs,, such a plan is rigid because necessary or d«,rable adjustments 
to unforeseen changes or corrections of errors may not be made ' ,h * * da P 
tations that are made will tend to occur abruptly between plan periods. Thus it 
is not feasible administratively. Secondly, ••psychologically•.•^ecompulsion 
to revise the plan downward when no formal provision for ,h,s 19^7 

demoralizing effects. This is illustrated by the experience in India after 95? 
when those in authority issued contradictory statements and mw 
into pious falsification of the facts. This tended to spread confusion cynicism, 
and defeatism in business, in the administration, and among the public. More 
flexible planning could have prevented some of the misca culations of foreign 
exchange requirements and some of the faults in the handling of import licences 
in the beginning of this period.” According to Myrdal. perspective planning 
should, therefore, be started during an experimental period. 

INDICATIVE PLANNING AND IMPERATIVE PLANNING 

Indicative planning prevail, in France. This type of planning is not j»{*«‘** 
but flexible. Planning in socialist countries is comprehensive in which the p an 
ning authority decides about the amount to be invested in 
tion of prices of products and factors, and the types and quantities of products 

to be produced. There being rigidity in this type of planning " 

distortion in one sector, it adversely affects the entire economy which can no be 
remedied immediately. The French system of planning is free fromI all such.‘rou¬ 
ble. because it is based on the principle of decentralization in the ope at,on and 
execution of the national plans. It is known as indicative or soft planning, as 
distinct from comprehensive or imperative planning. 

Indicative planning is peculiar to the mixed economy of France and •»<!««« 
different from the type of planning that prevails in the other mixed economies 
of the world. In a mixed economy, the public and private sectors work together. 
The state controls and regulates the private sector in a number of ways so that 


#, P. C. Mahalanobis in Sankhaya, December 1955. 

"For India's Perspective Planning, see Model of the Fourth Plan in the Chapter on t ian 
oing in India.’ 

*'G. Myrdal, Aslan Drama , 1968. 
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the private sector may cooperate in fulfilling the targets and priorities of the plan. 
The usual methods to control this sector are licenses, quotas, price and quantity 
determination of products, financial aid, etc., It has to work under the direction 
of the state. But in indicative planning the private sector is neither rigidly con¬ 
trolled nor directed to fulfil the targets and priorities of the plan. Even then, the 
private sector is expected to fulfil the targets for the success of the plan. The 
state provides all types of facilities to the private sector but does not direct it, 
rather indicates the areas in which it can help in implementing the plan. 

Indicative planning has been in use in France since the Monnet Plan of 1947- 
50. In the French system of planning, the public sector comprises basic sectors 
like coal, cement, steel, transportation, fuel, fertilizers, farm machinery, electri¬ 
city, tourism, etc. In these sectors, the fulfilment of production and investment 
targets is imperative. Besides, there are certain basic actions which arc consider¬ 
ed essential for the operation of the basic sectors and are, therefore, directly 
under the state. They are: (i) the development of scientific and technical research 
including atomic energy, (//) reduction of costs through rationalization and 
long-term programming, {Hi) specialization and regrouping of industrial con¬ 
cerns, ( iv) market organization of agricultural products, and (v) reconversion of 
old firms and retention of displaced manpower. In the remaining sectors of eco¬ 
nomy and even in the above fields where the private sector co-exists with the 
public sector, planning is indicative. It consists in the integration of individual 
planning efforts which, in isolation, are incapable of achieving their objectives. 

In the national plan, production and investment targets are laid down for both 
the public and private sectors. The basis of the national plans is the Economic 
Table which is made up of data pertaining to consumption, saving, investment, 
and foreign trade. This table shows the inputs and outputs of each sector of 
the economy. While framing the draft plan, the Commissariat au Plan (the 
French Planning Commission) discusses the plan with the representatives of the 
private sector in a number of commissions, known as Modernization Com¬ 
missions, to give the plan its final shape. There are two types of commissions, 
vertical and horizontal. The vertical commissions discuss and finalize the acti¬ 
vities of the various sectors of the economy, such as agriculture, coal, steel, 
manufacturing, power, transportation, housing, education, public health, social 
welfare, etc. The horizontal commissions, on the other hand, deal with various 
balances in the economy—between investment and saving, between income and 
expenditure of the state, between the inward and outward flows pf foreign cur¬ 
rency, and between financial and physical estimates. In this way, the private 
sector becomes a partner in the economic plan and helps in fulfilling the targets 
of the plan. The government provides incentives to the private sector through 
grants, loans, tax exemptions, etc. It gives guidance to the private sector instead 
of issuing directions. The private sector relies on the market conditions for pro¬ 
duction and investment programmes. And if there is need for making adjust¬ 
ments in the plan due to changed market conditions, they can be made even 
during its execution stage. Thus there is sufficient individual freedom of choice 
and action in French planning. In fact, it presents a perfect compromise between 
freedom and planning, incorporates the merits of both the free market and plan¬ 
ned economies, and successfully avoids their demerits. 

However, the success of indicative planning presupposes that “every branch 
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of activity is promised the possibiity of acquiring its production factors and sel- 
' ling its goods on a balanced market. The promise, however, is only kept if every¬ 
body plays the game. The promise acts merely as an incentive. It is not binding 
on anybody.”* 8 But the actual experience of indicative planning in France 
shows that firms do not play the game when the development programme does 
not coincide with their profit expectations. Often monopolistic organisations do 
not care for the incomes policy laid down by the government and use their 
power for personal benefit. Moreover, under conditions of price inflation, the 
government interferes with the market mechanism by resorting to direct controls 
instead of monetary and fiscal policies. Thus the working of indicative planning 
in France costs doubts about its being a golden mean between free market and 


planned economies. . . 

On the other hand, under imperative planning all economic activities and 
resources of the economy operate under the direction of the state. There is 
complete control over the factors of production by the state. The entire resour¬ 
ces of the country are used to the maximum in order to fulfil the targets of the 
plan. There is no consumers’ sovereignty in such planning. The consumers get 
commodities in fixed quantities at fixed prices. Often the commodities are 
rationed. Production of commodities is in accordance with government policies 
What and how much to produce—such decisions arc taken by the managers o 
firms and factories on the direction of the planning commissions or a central 
planning authority. Since the government polices and decisions are r. B id, they 
cannot be changed easily. If there is some bottleneck in fulfilling produc.mn 
targets at any stage, it adversely affects all related sectors of production. If 
managers of industries do not carfy out production plans properly, production 
falls which undermines the entire production process in the economy. Imperative 
planning is in operation in China and Russia. 


DEMOCRATIC PLANNING AND TOTALITARIAN PLANNING 


Democratic planning implies planning within democracy To many economists 
like Hayek and Lippman, planning is incompatible with democracy HayckjoM 

to the extent of saying that “what was promised to us as the Road to Freedom 

was in fact the High Road to Serfdom.” But Hayek has m mind >o a an 
planning which is comprehensive. In totalitarian or author,,artan planning[there ms 
central control and direction of all economic activity m accordance with a single 
plan. There is planning by direction where consumption, produetton, exchange, 
and distribution are all controlled by the state. In authoritarian planning, the 
planning authority is the supreme body. It decides about the targets, scheme 
allocations, methods and procedures of implementation of the plaml here ,s 
absolutely no opposition to the plan. People have to accept and rigidly imple¬ 
ment the plan. Economic and political powers are polarised and social life 
regimented. There is thus no democratic freedom in author,tar.an planning 
which is extremely rigid. But there are others who hold the view that a planned 
society can be far more free society than the competitive aissez fa,re order 

which it has come to replace.” Whatever the degree of deliberate control and 


••Pierre Masse. "French Methods of Planning" Journal of Industrial Economics, Nov. 1962. 
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direction of economic forces be in totalitarian plann.ng.it is for making t he 
economic system perfect, and maintaining stability, and achieving rapid growth. 
Moreover, as pointed out by Professor Myrdal, “I find no example, in history 
where democracy has been lost because of too much planning and state interven- 
lion, but plenty of examples on the contrary.’* 0 He, therelore, favours the Soviet 
type of planning for the underdeveloped countries of South-East Asia because it 
is scientific and efficient as compared to an unplanned economic system. Thougn 
authoritarian planning can help in achieving the targets within the st.pluated 

period and according to schedule, yet the price which the people of underdeve¬ 
loped countries shall have to pay in the form of the loss of economic, social and 
political freedoms is enormous, it is, therefore, better to have democratic plan¬ 
ning and achieve the same results without, at the same time, sacrificing these 

freedoms totally. , 

In democratic planning, the philosophy of democratic government is accepted 

as the ideological basis. People are associated at every step in the formulation 

and implementation of the plan. A democratic plan is characterized by the 
widest possible consultations which the various state governments and private 
enterprises at the stage of preparation. It seeks to avoid all clashes, and tries to 
harmonise all opinions that are for the welfare of the people. Cooperation ot 
different agencies, and voluntary groups, and associations plays a major role in 
its execution. The plan is fully debated in the Parliament, and the State legis¬ 
latures and in the private forums. The plan prepared by the planning commis¬ 
sion is not accepted as such. It can be accepted, rejected or modified by the 
Parliament of the country. Thus the plan is not forced upon the people from 


above; it is planning from below. 

Democratic planning respects the institution of private property. Nationaliza¬ 
tion is resorted to the limited extent absolutely necessary, and reasonable com¬ 
pensation is paid in all cases. Price mechanism is allowed to play its due role. 
The government only seeks to influence economic and investment decisions in 
the private sector through fiscal and monetary measures. The private sector 
operates side by side with the public sector. There is healthy competition bet¬ 
ween the two for the fulfilment of the plan targets. Democratic planning aims at 
the removal of inequalities of income and wealth through peaceful means by 
taxation and government spending on social welfare and social security schemes. 
Individual freedom prevails. People enjoy social, economic and political 


freedoms. 

India is a unique experimentation in democratic planning. Planning in India 
is being carried out under a democratic government which is elected under uni¬ 
versal suffrage. There is no undue encroachment on the rights and liberties of 
the people in the execution of the plans. There is the freedom to own private pro¬ 
perty and in the event of expropriation, adequate compensation is paid. Private 
sector co exists with public sector. The latter operates under the guidance, help 
and supervision of the government. There is no force in the implementation of 
the Five Year Plans which are fully discussed and debated both within and out¬ 
side the Parliament. People enjoy the fundamental rights of freedom of speech, 
association, occupation, etc. The planning procedure in India is democratic. 


G. Myrdal, An International Economy, 1959. 
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Criticism. Critics are not lacking in characterising democratic planning as a 
myth They opine that democracy is not to be found anywhere, so there cannot 
be democratic planning either. Some sort of state intervention is inevitable even 
in democratic planning whereby economic freedom becomes a farce. The institu¬ 
tion of controls in various forms on consumption, production and distribution 

in India, viz., price controls and rationing, industrial licensing, monopoly regula¬ 
tion. import restrictions, state trading, etc., do not make for economic freedom 
“India's planning is of an imperative type in democratic context . . . It is a hall 
way house between command and free economy, imbibing the disadvantages ol 
both without the advantages of the either. .. . essentially an uncommitted and 
indeterminate system, it has its inbuilt difficulties which hinder progress. 
Socialist economy can follow its own path of growth-capitalist countries their 
own-planned economy in a democracy operates between the two-d.vided bet¬ 
ween public and private sector. In India the relationship between the two has 

^Ui^contended by Professor William Letwin that the Wanning Commission 
in India does not possess an autonomous status in the real sense ° f “j* ‘"f' 
is a part of the ruling party. The Chairman of the Planning Commission is the 
Prime Minister. The National Development Council, the most important body, 
fsTead without constitutional and statutory authority which derives its power 
from the simple fact that its members are the Prime Mm.ste r “J °»® ! “*°“ s 

members the Chief Ministers of all the States- The (resultant) plan is 

politics, not science. . . . Thus Indian planning is democratic in constitutional 
form in that the chief decisions are made by elected representatives of th 
people it is not democratic in substance.”* We do no. agree with Professor 
Letwin because in democratic planning the plan mus, reflect the aspirations 
the masses as represented by the ruling party in the Parliament. 

Thus Indian planning is democratic both constitutionally and in substance, 
for some sort of controls and state intervention are essentia for lifting the eco 
nomy out of the morass and for the welfare of the masses. I i ». howler, £'* 
that Indian planning in its democratic set up should be indicative rather than 

imperative as has been the experience of France. 

ROLLING AND FIXED PLANS 

Professor Myrdal was the first economist to advocate a rolling plarifo;^develop- 

ticated arms and ammunitions, frigates and aircrafts, and^helped to' p "P»* « 
to Pakistan twice. It was introduced in Indian planning by the.J*nata Govern 
ment on 1 April 1978 and was given up on 1 April 1980 with t g 

power of the Indira Government. 

In a rolling plan, every year three new plans are made and acted upon. First. 

% 

“K.N. Bhattacharyya. Planning: Economics and Economy, 1971. 

••Quoted in Economic Planning, B.C. Tandoo, 1970. 
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there is a plan for the current year which includes the annual budget and the 

foreign exchange budget. Second, there is a plan for a number of years, say 
three, four or five. It is changed every year in keeping with the requirements ot 
the economy. It contains targets and techniques to be followed during the plan 

period, along with price relationships and price policies. Third , a perspective 
plan for 10 , 15 or 20 or even more years is presented every year in which the 
broader goals are stated and the outlines of furture development are forecast. 
The annual one-year plan is fitted into the same year’s new three, four or five 
year plan, and both are framed in the light of the perspective plan. For example, 
if planning is started in 1970 in a country, there would be three plans under the 
technique of rolling plan: an annual plan for 1970, a five year plan for 1970-7., 
and a twenty year plao for 1970-90. The broad aims and objectives are laid 
down in the 20-year perspective plan. When the plan starts in 1970, there will be 
an annual plan in every subsequent year, that is, 1971, 1972 and so on. The five 
year plan for 1970-75 will also roll on for the subsequent periods by shedling 
each previous year so as to become a plan for 1971-76, 1972-77 and so on. Since 
planning is a continuous process, every year the plan is revised in the light of 
new information, improved data and improved analysis. “At each revision it will 
be well to look into the future a number of years which is determined by the 

nature of the factual circumstances -If five years is deemed to be a suitable 

horizon, this number of years may be applied at each of the yearly revisions id 
sense one would always be working in the beginning of a five year period.* 

Merits. The concept of rolling plan is devised to overcome the rigidities 
encountered in the fixed five year plans. In the rolling plan there are plan 
targets, projections and allocations that are not fixed for the five year period but 
arc liable to revision every year in keeping with the changing conditions of the 
country. It not only provides greater flexibility but also a clearer perspective and 
a better view of the priorities. 

Being flexible, a rolling plan is more realistic than a flexible plan. It takes 
into consideration such unforeseen natural and economic changes as floods, 
drought, war, hike in oil prices, etc. which may affect the economy adversely. 
Under a rolling plan, financial and physical targets can be revised in keeping 
with such changes. But such revisions are not possible under a fixed plan. Thus 
the rolling plan combines the advantages of both perspective and flexible plan¬ 
ning. 

Demerits. But critics are not lacking in pointing towards certain demerits 
of this technique of rolling plan. They point out that since the targets are likely 
to be revised every year, it is not possible to achieve the targets laid down in the 
plan within a fixed time period. Such frequent revisions also make it difficult 
to maintain proper balances in the economy which are essential for its balanced 
development. Again, when the plan is continuously revised, it creates uncer¬ 
tainties in the private and public sectors of the economy. Both sectors lose the 
urge to make changes in their production plans or to proceed in accordance 
with the previously laid down targets. To achieve bigger targets becomes out of 
question. Moreover, constant revisions of the targets of the plan develop an 
attitude of non-commitment and apathy among the planners and the public 
which do not augur well for the future development of such a country. 

Further, the success of the rolling plan depends on a strong communicatioi» 



ECONOMIC PLANNING 415 


SSSSSr 

,he A B a°n 0 f m or',he rolling «o be successful, -up-to-date knowledge of progresss as 
wdl as 'the shortcomings in the implementation of projects are absolute css s - 
tial. Unfortunately, such information is today so widely scattered I lha * 

wmrnrnm 




- - * - 

been a success in such developed countr.es as Japan and Poland. 
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' D Merita. Such planning has certain merits which make it superior to rolling 
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in the economy. Such balances can be maintained under a fixed plan rather than 
in a rolling plan. 

There is no element of uncertainty in this type of planning. The planning 
machinery, the public sector and the private sector are definite about the objec¬ 
tives and targets of the plan which are to be achieved during a given plan period. 
They, therefore, do their best to achieve them within that period. 

• When there is a fixed plan with given objectives and targets, it ensures public 
cooperation and political will to make the plan a success. This is because people 
know and realise that the success of the plan will bring manifold benefits to 
them by the end of the plan in the form of rising incomes, larger employment 
opportunities, improved agricultural facilities, more power for agriculture and 
industry, etc. 

Such a plan helps in reviewing changes in national income, investment, saving, 
consumption, and the performance of the different sectors of the economy in the 
previous plan. Consequently, the fields of success and failure are pointed out 
and efforts are made to have a better pcrfoimance and to overcome failures in 
the current plan. Plan evaluations are also made during the plan period. All this 
provides an opportunity to the planners to bring stability in the economy while 
the plan is still in progress. 

Demerits. Despite these merits, fixed plans, as they are in vogue in India, 
have certain demerits. 

The fixed plans in India have no connection cither with available physical or 
financial resources. The main aim has been to fulfil the financial targets by all 
means through deficit financing, heavy taxation, larger borrowings and through 
massive foreign aid, irrespective of their adverse effects on the economy. The 
actual achievements have always fallen short of physical targets. Spending huge 
sums without matching results in physical terms has led to distortions in the 
price structure and availability of essential commodities. This has often led to 
Plan holidays, as between 1966-68. Often a FYP is started on schedule but the 
actual plan is brought out after the lapse of 2/1-2 years, as was the case with the 
Fifth FYP. A mid-term appraisal is done after three ycais which is nothing but 
a postmortem exercise, an exercise in futility. By the time this report is published, 
the next Plan is due which is again delayed because the necessary figures relating 
to the various variables and sectors of the economy are not available in time. 

Again, the present system of fixed plans fails to take into account unforeseen 
changes which may occur in the economy during the period of FYP. They may 
be natural forces, such as floods, cyclone or famine or economic such as hike 
in oil prices or external such as war. There may also be difficulties of achieving 
the targets or of obtaining resources as laid down in the Plan. A rolling plan 
offers flexibility to such factors changing from time to time. Some discrepancies 
are also likely to creep in between forecasts and actuality in the process of 
planning even in an ordinary way. Thus there is always the need for a built-in 
capacity in the planning system to correct such mistakes. 

Besides, a fixed FYP is unsuited for large projects which are not merely lumpy 
but have a long gestation period of ten to fifteen years, such as river valley pro¬ 
jects. Such projects spill over the FYP period and have to wait for fresh sanc¬ 
tion at the beginning of the next FYP. This results in the slowing of the pace of 
progress of the project. Therefore, such projects cannot be tied down to a rigid 
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framework of a FYP and need to be adjusted m a rolling plan. 

Similarly, the problems of poverty and unemployment cannot be so Wed ina 
period of five years. Right from the second FYP. our Plans aimed at the erad. 
cation of these two scourges of modern civilisation but achieved littleit°wa ds 
this direction. They are long term problems wh.ch can 1 36 
framework of a rolling plan in a perspect.ve period of 0 15 or 20 years. 

Last but not the least, the industrial development in India during the last 30 
years of planning has been extremely uneven and unbalanced. In fact, ' ndus ' 
development has been urban development as in advanced countnes which goes 
against our socio-economic set-up. There has been concentration of industries in 

and around urban centres. There is thus the need for a policy of balanced regio¬ 
nal development which necessitates decentralisation of indutries near rural and 
backward areas. This is essentially a long-term problem which requires a rolling 

plan for its solution. . __j: c 

V Conclusion. These demerits of fixed planning are not so serious to dis¬ 
card in it favour of rolling planning. Physical and financial shortages are bound 
to arise in every type of planning. They are not peculiar to a P>^ od 
can be better faced and overcome during a fixed plan period. As regards 
long term problems of poverty, unemployment, inequalities and regional imba¬ 
lances are concerned, they can be gradually solved within the f ra ™ cw °'* a 
number of fixed plans. Projects with long gestation period canals ° b ' compl ^ 
<d under two or three plans. In fact, all long-term problems and 
part of a perspective plan which is contained in every five year plan document. 
The present five year plan is a projection and continuation of the^previous^plans 
and it leads to subsequent plans. Thus all long-term problems of an economy 
can be solved by a series of fixed plans. 

PLANNING UNDER CAPITALISM AND SOCIALISM 

rss s b» ».«*«. i.»n 

So“und a e r r e capUafilt'planninT«he institutions of P r n sii,u«^ns! 
enterprise and price mechanism continue to operate Given Qn ' 

limlted'scale Ch™ Sf-tatt^o' the service ^ ££» 
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"F.W. Paisb, Bcnham's Economics . 8/e. p. 56. 
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check monopoly and monopolistic practices, the government adopts anti-mono- 
polistic measures and even nationalises some of the monopolistic corporations 
for the benefit of the community at large. (3) The government adopts measures 
for the satisfaction of communal wants in the form of public health measures, 
public parks, roads, bridges, museums, zoos, education, floor control measures, 
etc. All these activities of the government are not coordinated by any central 
plan. 

Thus planning under capitalism is confined to the regulatory activities of the 
government so as to avoid recession or inflation, to prevent monopoly concen¬ 
tration, to raise the standard of living of the people, and to create conditions for 
the smooth functioning of the price mechanism with a sufficient degree of 
competition. 

Planning Under Socialism 

Planning under socialism is based on a central plan. There is a central planning 
authority or board which formulates a plan for the entire economy. There is 
complete centralisation of economic power in the central planning authority. It 
fixes the plan objectives, priorities and targets. It organises and allocates the 
resources of the economy by deliberate direction and control for the purpose of 
achieving definite objectives and targets laid down in the plan during a specified 
period of time. The central problems of an economy—what and how much is to 
be produced, how, when and where it is to be produced, and to whom it is to be 
allocated—are exclusively decided by it. 

The central plan has definite socio-economic objectives. These objectives 
“may concern aggregate demand, full emplojmeot, satisfaction of communal 
demand, allocation of factors of production, distribution of the national income, 
the amount of capital accumulation, economic development, and so forth.** 

To achieve these objectives, the planning authority owns and controls the 
means of production and distribution. All mines, farms, factories, financial 
institutions, distributing agencies such as shops, stores, internal and external 
trade, means of transport and communications, etc. are owned, controlled and 
regulated by government departments and state corporations under the overall 
supervision and control of the planning authority. Production in the different 
sectors of the economy is governed by priorities and targets of the plan. Pro¬ 
duction of consumer goods is generally governed by the preferences of 
consumers and the available commodities are distributed to them at fixed prices. 
Under socialist planning, consumers’ sovereignty is confined only to the choice 
of socially useful commodities which the planning authority deems fit to produce 
and provide to the people. 

The pricing process under socialist planning does not operate freely but works 
under the control and regulation of the central planning authority. According 
to Dickinson, socialist planning and the pricing process are not opposed to each 
other. Rather, they arc complementary principles of economic regulation. The 
former supports the latter in four ways: First, to give general direction to the 
socialist economy. Second, to make decisions where market indications are 
lacking. Third, to eliminate cyclical fluctuations in economic activity. Fourth 
to deal with special emergencies. Thus the pricing process plays an important' 
role under socialist planning even though prices are fixed by the planning 
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consultation with representatives of industries. But individual firms are free to 
take independent decisions about investment and output policies, arid so are 
individual farmers. Under decentralised planning, prices of goods and services 
are primarily determined by the market mechanism despite government control 
and regulation in certain fields of economic activity. There is freedom of con¬ 
sumption, production and enterprise under it. However, the planning authority 
recommends to the central and state governments to provide certain incentives 
to the private sector. It also lays down areas of public sector activities. 

Decentralised planning is superior to centralised planning in that it provides 
economic freedom and flexibility to the economy. But its dependence on the 
market mechanism leads to shortages or surpluses in the production of goods 
and services. They are likely to create problems for the government because 
adjustments are difficult to make. For instance, shortages of goods lead to 
inflation and the adoption of price controls and rationing creates more problems. 
Further, it is not possible to coordinate the decisions of the planned and un¬ 
planned sectors. This is one of the main reasons for distortions in the economy 
which lead to disequilibrium in the demand for and supply of goods and services. 
Of the two, centralised planning provides cohesiveness to the economy whereas 
decentralised planning provides economic freedom and incentives to the market 
economy. 

CORRECTIVE PLANNING AND DEVELOPMENT PLANNING 

A number of maladjustments arise in a capitalist economy. When the govern¬ 
ment plans and adopts various fiscal, monetary and direct control measures to 
rectify them, this is called corrective planning. If the economy suffers from 
inflationary pressures, the government adopts such corrective measures as a 
contractionary monetary policy, raising tax rates, reducing consumption, invest¬ 
ment and public expenditure. It may also adopt a surplus budgetary policy. In 
the event of a depression, corrective planning includes an expansionary 
monetary policy, reduction in tax rates, stimulation of consumption, increase in 
private and public investment, and a deficit budgetary policy. Excessive in¬ 
equalities of income distribution and concentration of monopoly power are also 
sought to be reduced under corrective planning. To reduce inequalities of 
income distribution, corrective planning requires the adoption of such measures 
as imposition of heavier burdens on the higher income groups through death 
duties, steeply progressive income taxes, increased expenditure on public works 
and social security, etc. To control monopoly concentration, the government 
may encourage competitive small business, start public enterprises, pass anti- 
monopoly laws and even nationalise monopolistic industries. Planning in the 
United States and in other capitalist countries is of the corrective type. 

Development planning is meant to develop the economy as a whole. It 
involves “the application of a rational system of choices among feasible courses 
of investment and other development actions.”34 For this, it relies to a large 
extent on the market mechanism. Under development planning, the government 

*‘A Waterstoo, “Lessons of Experience," in Leading Issues In Economic Development (ed.), 
Oerald M. Meier. 2/e, 1970. 
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formulates a development plan for the whole economy. It includes consideration 
of the most important economic aggregates such as total saving, investment, 
output, government expenditure and foreign transactions. It also explores 
sectoral relationships in the overall framework of the economy. In particular, it 
lays down investment priorities for the public sector. Public investments cover 
the whole infrastructure of the economy including investments in health, edu¬ 
cation and training. The private sector is considered a partner in the develop¬ 
ment efforts of the economy. The government does not use force on the private 
sector to get the plan implemented. Rather, it provides incentives through 
monetary, fiscal and direct control measures. At the same time, the government 
adopts measures to restrict unproductive activities so that private investment is 
channelised into productive activities. 

Development planning is primarily related to the developmental activities of 
underdeveloped countries. Since such countries have a number of economic, 
social and political obstacles to development, it is not possible to make develop¬ 
ment planning a success even by the best policies. Lewis observes in this 
connection: "Good policies help, but do not ensure success. Development 
planning is in this respect like medicine; the good practitioner knows some useful 
tricks; but it is still the case that many patients die who are expected to live, and 
many live who are expected to die.” 35 

* PLANNING IN A MIXED ECONOMY 


Mixed economy is a compromise between the two economic systems, capitalism 
and socialism. It is a system which is free from the evils of both capitalism and 
socialism but integrates the good features of both. That is why it is known as 
mixed economy which is a golden mean between capitalism and socialism, t is 

through planning that the merits of a socialist economy are imparted and the 

defects of capitalism are sought to be removed in a mixed economy. 

Planning in a mixed economy is not comprehensive in the sense of socialist 
planning. It divides the economy into public and private sectors for the purpose 
of economic development. The public sector is under the direct control of the 
government which regulates its production and distribution. All services in 
which the profit expectations arc low and investments are large with long gesta- 
tion period are operated under the public sector, such as rail, road and air trans- 
port, power generation plants, posts and telegraphs, etc. T ere arc in ac pu i 
utilities which are operated by the state for public welfare. Besides defence, 
atomic energy, heavy, basic and strategic industries are all operated in 'he pub¬ 
lic sector. The plan allocates investment, lays down targets and fixes priorities 

f °Th«eMhe r private sector in which individuals manage what they own. usu¬ 
ally in farming, industry and retailing. Keeping the public interest ,n view he 
states regulates the working of this sector by giving suggestions, subsidies, 
credit facilities, raw materials cheap power, concessional transport facilities 
tax holidays, concessions, etc., and by administrative controls and directions It 

certain industries do not work satisfactorily or operate against public interest. 


M W.A. Lewis, Divclopmtni Planning, p 23. 



422 THE ECONOMICS OP DEVELOPMENT AND PLANNING 


the state nationalises them by paying appropriate compensation. 

A sector based on the principles of cooperation also exists in a mixed eco¬ 
nomy. It is usually to be found in farming, dairying, consumer purchases, and 
in small manufacturing. The cooperative sector is organised by the people with 
the assistance of state cooperative agencies to reduce exploitative market en- 
-dencies and to inculcate spirits of cooperation and self-help. 

Planning in a mixed economy is meant to provide all the freedoms of capita¬ 
lism, such as freedom of consumption, freedom of production, freedom ot 
occupation, freedom to hold property, etc. But these freedoms cannot be enjoy¬ 
ed absolutely and at the cost of public welfare. So the government puts checks 
on these freedoms by proper regulation and control of such economic activities 
as the production and distribution of essential commodities in order to prevent 
their hoarding and black marketing, and even rationing them in the event of 
acute shortages, of private properly for an equitable distribution, of monopoly 
concentration of economic power, etc. 

The ultimate aim of planning in a mixed economy is to remove the evils ot 
capitalism and to promote the maximum welfare of the people. These objectives 
are achieved through the various measures outlined above. Besides, to protect 
workers from capitalist exploitation, the state passes labour laws and fixes mini¬ 
mum wages, working hours, etc. and provides social security in the form of life 
insurance, unemployment insurance, pension, provident fund, maternity benefits, 
free education, recreational facilities, etc. The state also aims at reducting in¬ 
equalities of income distribution through these measures. 

Planning in underdeveloped countries is primarily based on the concept of 

mixed economy. The main aim of such planning is to increase the growth rate 

of the economy, given the various limiting factors in such countries. For this, 
planning in a mixed economy envisages a high rate of capital formation through 
various monetary, fiscal and physical control measures; through foreign aid, 
comprehensive exchange control and protective tariffs; and through public and 
private investments so that the economy develops in a balanced way. Thus 
planning in a mixed economy “affords the advantages of resolute government 
action in overcoming existing barriers to economic growth, does not involve 
an amount of central integration exceeding the capacity of its bureaucracy, 
and fosters a maximum of cooperation between private business and govern¬ 
ment.** 

Despite these merits, planning in a mixed economy is faced with certain prob¬ 
lems which make it difficult to achieve the objectives and targets of the plan. 
First, there is non-cooperation between the two sectors. The experience of the 
working of mixed economies reveals that the government treats the private sec¬ 
tor like a step-child and imposes many restrictions on it. The private sector is 
taxed heavily. It has to operate under numerous controls and “bureaucratic 
capitalism”. On the other hand, the public sector is given preference over the pri¬ 
vate sector in all matters. Thus bitterness and non-coopcration develop between 
the two sectors which lead to the non-fulfilment of the plan targets. Since the 
private sector operates on the basis of the market mechanism, shortages lead to 
rise in prices which spread to the public sector. This is because both the sectors 
are dependent on each other for supplies of raw materials, intermediate products, 
<tc. Second, planning in a mixed economy involves the expansion of the public 
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sector whereby public outlay is increased. But enough financial resources are not 
available in an underdeveloped country to meet large plan outlays. This leads 
to deficit spending, thereby leading to inflationary pressures within the eco¬ 
nomy. Third, the public sector is a big burden on the financial plan. Bureaucra¬ 
tic control leads to inefficiency. There is over-staffing of the personnel, red tap- 
ism. corruption and nepotism. As a result, production falls and losses emerge. 

Moreover, the majority of public undertakings being of long-gestation period 

and involving huge investments, they continue to operate under losses for a 

number of years. Thus shortages of goods continue which accentuate inflat.o- 

nary pressures. 


PLANNING MODELS 

Planning models have been increasingly used in UDCs for the drawing up of 
plans for economic development. A model expresses relationships among eco¬ 
nomic variables which explain and predict past and future events under a set of 
simplifying assumptions. In other words, a model consists of a scries of equa¬ 
tions each of which represents the association among certain variables. In this 
sense, a planning model is a series mathematical equations which help in the 
drawing up of a plan for economic development. Broadly, a model may have 
•endogenous and exogenous variables. Endogenous variables are those whose 
values are determined from within the system such as national income, con¬ 
sumption, saving, investment, etc. On the other hand, exogenous variables are 
determined from outside the system such as prices, exports, imports technologi¬ 
cal changes, etc. A planning model specifies relationships between endogenous 
and exogenous variables and aims at ensuring the consistency of the proposed 
plan for economic development. "It is meant to yeild an optimally balanced 
collection of measues, known as Model Targets, which can help the planning 

authority in the drawing of an actual plan". A UN Study defines a planning 
model as that based on precise knowledge of medium and long term economic 

aims, which is mathematically expressed in the form of a preference function and 
reflects the initial conditions of the economy including economic policy measures 
already proposed and show the most probable path of economic development.3« 
Planning models are of three types: aggregate, multiseetor and decentralisa¬ 
tion. Aggregative models trace the optimal paths of development overtime of 
such economy-wide aggregates as income, saving, consumption investment, etc. 
The Harrod-Domar Models and the Two-Gap Models are of this t>pe. But it 
is not possible to build highly aggregative models in UDCs because of the lack 
of accurate data and computational devices. Therefore, multisector models arc 
-designed which connect macroeconomic aggregates with the sectors constituting 
the operational content of the plan. The Mahalanobis Two-Sector and Four- 
Sector Models are of this type. Multisector models are also se in terms of 
input-output models. They are consistency models based on the Leontief inter¬ 
industry system. The Consistency Model for India’s Fourth Plan by Manne 
Rudra and others, and the model of Indian Fifth Plan were framed in terms of 


“UN. ECE, Development in the Construction and Use of Macroeconomic Models. 1968 
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the input-output models. 37 Further, optimising or linear programming models, 
are also multisector planning models. They extend the consistency models of the 
input-output type to optimization of income or employment or any other quan¬ 
tifiable plan objective under the constraints of limited resources and technolo¬ 
gical conditions of production. Such models can be static or dynamic. Static LP 
models solve the systems of equations for optimal solutions in relation to a 
single year, while dynamic LP models explain the optimal growth path over the 
entire plan period. 

Decentralised models hate sector or project level variables which are used to 
prepare models for individual sectors or projects. Such models are useful in the 
early stages of a country’s economic development when information is available 
for only individual sectors or projects. 

The usefulness of planning models in actual plan making are: “( a ) to provide 
a frame for the checking of the consistency or the optimality of the official plan 
targets; ( b ) to provide a frame for the actual setting of targets; (c) to provide a 
frame for the evaluation and selection of projects; and (d) to provide an insight 
into the structure of the economy and its dynamics to help better policy deci¬ 
sions.**^ 


•’For details of Mahalanobis and some other models built for Indian Plans, refer to 
Chapter 32. 

“Ashok Rudra, Indian Plan Models , p. 201. 
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INTRODUCTION 
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Development in Underdeveloped Countries.* Economic Bullet** for 

1961. 
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resources in development planning, for evaluating projects and as a device in 
programming. To conclude with Professor Streeten, “The call for the use of 
shadow prices (or accounting prices) in planning for development stems from the 
obvious fact that actual market prices do not reflect social benefits and social 
costs. Some are fixed by administrative fiat. Others are ‘free,* but influenced by 
restrictive practices or monopolies. Others again are influenced by quantitative 
controls. The shadow price is the price which would prevail if prices were 
equilibrium prices. . . .** 

Meaning of Shadow Prices 

Shadow prices reflect intrinsic or true values for factors or products. J. 
Tinbergen defined them for the first time in 1954 in these words: “ Shadow Prices 
are prices indicating the intrinsic or true value of a factor or product in the sense 
of equilibrium prices. These prices may be different for different time periods as 
well as geographically separate areas and various occupations (in the case of 
labour). They may deviate from market prices.*’ 2 In 1958, Tinbergen defined 
shadow prices as those that correspond to intrinsic values and “that would pre¬ 
vail if: (/) the investment pattern under discussion were actually carried out; and 
00 equilibrium existed on the markets just mentioned (/.e., labour, capital, 
foreign exchange markets).** 3 This definition is clear and exhaustive, but is 
silent about the behaviour of accounting prices over time. 

A UN Report defines shadow prices in terms of the opportunity cost of the 
factor or product. The shadow price of an output such as capital, labour or 
foreign exchange represents its “opportunity cost’* or the loss to the economy 
that would result from a reduction in its supply by one unit. A factor that is 
expected to be in short supply should have an accounting price higher than its 
market price, while one that is surplus should have a valuation that is lower than 
its market price. 4 A. Quayyum, however, defines shadow prices in terms of the 
marginal productivity of factors. In his words, accounting prices are the values 
of the marginal productivity of factors when a selection of technique has been 
made which produce the maximum possible volume of output, given the availa¬ 
bility of resources, the pattern of final demand and the technological possibilities 
of production.5 Ii would require the calculation of the marginal productivity of 
factors by the government manipulating the system of subsidy and taxation in 
such a way that the supply prices of factors to the producers equal the value of 
their marginal productivity. E.J. Mishan gives the simplest definition in these 
words, “A shadow or accounting price. ... is the price the economist attributes 
to a good or factor on the argument that it is more appropriate for the purpose 
of economic calculation than its existing price if any.*’® 

Thus there is hardly any unanimity over defining accounting prices and the 
different concepts present so many difficulties in their calculation that the con¬ 
cept becomes ambiguous. 

e 

*Investment Criteria and Economic Growth, (ed.) M. Millikan, 1955. 

9 The Design for Development, p 39. 

'Form dating Industrial Development Programmes, 1961. 

1 Theory and Policy of Accounting Prices, 1959. 

‘Cost-Benefits Analysis, 1971. 
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Determination of Shadow Prices 

The determination of shadow prices can be done through the general equili¬ 
brium or the partial equilibrium analysis. 

1. General Equilibrium Method. In the general equilibrium method, equili¬ 
brium is established among all factors by taking their final demand and supply. 

For this, the data relating to the different sectors of the economy are collected 
and the accounting price of every factor is expressed in algebraic symbols, and 
added up for the whole economy. A number of simultaneous equations are 
required to be solved for which correct and adequate data are not available. 
Since the shadow price is the price which would prevail if prices were equili¬ 
brium prices, the existence of full equilibrium is essential for the establishment 
of an equilibrium price for every factor of product. The evaluation of shadow 
prices can be done in two ways: one by trial and error , and two, by a systematic 
method. If the method of trial and error is adopted the evaluation of account 
prices may be based on arbitrary values for products, factors and foreign ex¬ 
change, calculating the priority figures for all investment projects and finding out 
whether equilibrium has been attained in the markets or not. If this method fails, 
a systematic method is required with consists “in introducing algebraic symbols 
for each of accounting prices, trying to express supplementary demand for the 
factors and supply of the products concerned, and then equating total demand 
to total supply.” But the existence of full equilibrium situation for the entire 
economy is not realistic because in order to find out the.equilibrium prices, the 
knowledge of total demand and supply curves and the production and consump¬ 
tion functions underlying them is essential. These functions depend upon the 
varied social institutions. So the determination of accounting or shadow prices 
through the general equilibrium method is a difficult affair. 

2. Partial Equilibrium Method. According to the partial equilibnum 
method, the shadow prices of capital, labour and foreign exchange arc deter¬ 
mined separated. This is. therefore, a simple and correct method of determmmg 
shadow prices. We discuss below the determination of the shadow or accounting 

prices of capital, labour and foreign exchange. ... 

(a) Determination of the Accounting Price of Capital.To determine the shadow 
price of capital or the accounting rate of interest, it is essential to study the 
factors which influence the demand and supply of capital. But in underdevelop¬ 
ed countries, the knowledge of these factors is imperfect. Moreover, there is 
little relationship between the supply of capital and the interest rates prevalent 
in such economies. There is wide disparity between the prevailing interest rates 
in different regions and areas. As such, the accounting or shadow rate of interest 
can be estimated on the basis of the interest rates paid by private investors But 
while so doing, it is essential to make allowance or allow discount on different 
types of loans for differences in risks involved. In the UN Manual of Economic 
Development Projects, the following formula has been used for calculating the • 
shadow price of capital. 

Social return to capital used in the sector 

Value of output minus cost of materials, depreciation and labour 
“ Investment 

In this, the costs of materials, labour, foreign exchange and other inputs are 
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valued at accounting prices, and to calculate the return on capital invested (rate 
of interest) these costs are deducted from the value of output. Thus the account¬ 
ing price of capital can be known for a sector. Tinbergen opines that it is better 
to take a higher price of capital than interest rates at which limited sums can be 
borrowed under certain conditions in underdeveloped countries. He, therefore, 
suggests an interest rate of 10 per cent for underdeveloped countries on the plea 
that even some of the developed countries were having an interest rate of 7 to 8 
per cent till recently, whereas personal loans are being made now at an interest 
rate of 25 to 30 per cent in the former. 

Its Difficulties. But there are certain difficulties in the calculation of the 
shadow rate of interest in underdeveloped countries. First , to base the shadow 
rale of interest on what is paid by private investors understates the value of 
capital to the economy because an integrated development programme may raise 
the interest rate over the long run. 

Second, the calculation of the marginal product of capital as the basis of the 
shadow rate of interest for the whole economy is not easy when projects of 
higher and lower capital intensity are started, and there is considerable waste of 
capital in substituting capital for labour in moving things about, in the handling 
of materials inside the factory, in packaging, in moving earth, in mining, in 
building and construction, and their failure to develop an appropriate technology 
in keeping with their factor endowments.’ 

third , in the shadow rate of interest 'double index number ambiguity’ is pre¬ 
sent which makes its use somewhat dubious. The rate of interest is both a stock 
and flow concept. The shadow rate of interest is thus not a single measure but is 
concerned with relations between stock and flow. In fact, iu a developing 
economy there is a very large variety of stocks with different degrees of dura¬ 
bility. Thus the calculation of the shadow rate of interest becomes very 
complicated and ambiguous. 

However, the appropriate formula for the calculation of the shadow rate of 
interest for the economy is: 



where R is the shadow rate of interest, G is the rate of growth, S p is the savings 
rate of profit receivers, P v is the share of profit in total income, and is the 
savings rate of the wage earners. 

Assuming G = 5 per cent, S p = 25 per cent, P v = 50 per cent, and S„ = 5 
per cent, the shadow rate of interest 


R 


0.25 + -L rPl — X 0.05 


0.3 


16.6 per cent 


(/«) Determination of the Price of Labour. The determination of the shadow 
I'i ice of labour is a difficult problem because labourers differ in efficiency. There- 


.A. Lewis, Development Planning, 1966. 
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‘black* and ‘free’ rates of exchange, because the market for some important 
international currencies like the dollar and the sterling is imperfect. Professor 
Tinbergen suggests the calculation of the shadow rate of foreign exchange based 
on the ‘black* and ‘free’ rates of exchange. If the official (free) exchange rate is 
Rs 7.5 a dollar and the black rate is Rs 15 a dollar and the conversion of the 
official rate is four times as great as that at the black rate, then the shadow rate 
would be the weighted average 

4X7.5+1X15 __ Q 

Rs 9 per dollar would then be the most serviceable shadow rate instead of the 
official rate of Rs 7.5. 

Difficulties of Shadow Prices 

Apart from certain difficulties already mentioned in the determination of 
shadow prices for capital, labour and foreign exchange, there are other difficul¬ 
ties of a general nature. 

First , the calculation of shadow prices pre-supposes the availability of data. 
But adequate data are not easily available in less developed countries. 

Second, in order to establish the intrinsic value of a factor or product requires 
the existence of full equilibrium in all markets. In an underdeveloped economy 
which is characterized by a number of fundamental disequilibria, the knowledge 
of full equilibrium conditions for the entire economy is not possible. Thus the 
notion of shadow prices corresponding to intrinsic values is arbitrary. 

Third, the assumption of full employment equilibrium in the whole economy 
makes the concept of shadow prices indeterminate. It requires a complete 
knowledge of demand and supply functions which arc based on the existing 
social institutions in the economy. “Land prices will depend upon the system of 
land tenure and on agricultural policy generally. The supply price of labour will 
depend upon the motivation and education of potential workers, on acceptability 
and employing women and on the attitudes to different kinds of work. The price 
of capital will depend upon degrees of monopoly in the economy.*’ 11 Thus 
shadow prices are difficult to ascertain under the existing institutional framework 
of underdeveloped countries. 

Fourth, another difficulty arises with regard to the time dimension. The concept 
of shadow prices is static and timeless, for shadow prices are used to overcome 
the difficulties involved in project evaluation and programming when factor prices 
change over time. All inputs and outputs are valued at fixed shadow prices in 
such cases. This is not realistic because, as Tinbergen himself pointed out, “the 
realization of investment pattern will itself influence these intrinsic values, but 
only after some time, since investment processes are essentially time- 
consuming.” 12 If accordingly, labour, capital, foreign exchange and other 
products are assigned different shadow prices, they may give contradictory 
results in accordance with the time-period considered. Hence the concept of 
shadow prices remains essentially a static one. 


“W.A. Lewis, op. eit. 

“J. Tinbergen, op. cir. Italics mine. 
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planning, it is therefore not possible to correctly assess the costs and benefits of 
a project. “Accounting prices arc a convenient tool for evaluating investment 
projects in different sectors of the economy ... A factor that is expected to be 
in short supply should have an accounting price higher than its market price, 
while one that is surplus should have a valuation that is lower than its market 
price/’ 15 

Thus shadow prices are used for evaluating the effects of a project on the 
national income which are also termed as external effects. This is often done on 
the basis of the profitability criterion or cost-benefit analysis where both costs 
and benefits are calculated at accounting prices. Sometimes even rough estimates 
of shadow prices also help. “They may, for example, show how sensitive the 
priority figures of a number of projects are to changes in such accounting prices. 
They may enable us to classify products in groups that are attractive under 
certain specified emergency circumstances ... it may nevertheless have a rough 
guide for emergency cases.”*® 

2. In Public Policy. The success of development planning depends upon the 
correct operation of public policy. Shadow prices are intrinsic prices on whose 
correct determination depends the success of a plan to a considerable extent, In 
a mixed economy, the public sector cannot be developed unless the prices of 
labour, capital, foreign exchange and other inputs arc determined in accordance 

with shadow prices. Though very often shadow prices arc rough estimates, yet 

the state should try to bring market prices close to the shadow prices of products 
and factors through fiscal, monetary and other measures for the successful 
implementation of the plans. 

3. In Programming. Shadow prices have the greatest importance in program¬ 
ming. Programming is the working of the economy in a rational, consistent and 
coordinated manner. The main aim is to maximise the national income through 
time. For this, it makes an optimum use of the amount and composition of 
investment, and adopts public investment, fiscal, monetary and commercial 
policies. In the context of underdeveloped countries, programming implies the 
optimum use of investment whereby there is no difficulty in the production 
process. But in reality, the difficulties of supplies of factors, rise in market prices 
and the scarcity of foreign exchange arc apparent in such economies. All such 
difficulties are overcome with the help of shadow prices, and fiscal, monetary 
and other policies help in bringing the market prices of factors, products and 
foreign exchange in conformity with their shadow prices and thus make pro¬ 
gramming a success. 

In the case of linear programming for a wide class of problems, the variables in 
the dual solution can be interpreted as shadow prices or accounting prices, in as 
much as they are the ‘correct’ input prices being consistent with the maximum 
value of the primal objective function ... When these shadow prices are 
imputed to the given inputs, the value of the dual objective function is mini¬ 
mised. It can then be interpreted as the minimum input cost, subject to the 
constraints, and to the requirement that no profits ... be made. These shadow 
prices are, therefore, no different from the factor prices that would emerge in 


“UN, ECAFE, op. cir. 
14 J. Tinbergen, op. cit. 
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perfectly competitive equilibrium in which product prices are exogenously 

^Tbus'the technique 0 f shadow prices serves as a useful computational short- 
bald in devising a relatively efficient system of project evaluation and helps in 
achieving success in programming and public policy. 


”41. MUban, op. elt. Itoilcs mine. 
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PROJECT EVALUATION AND 
COST-BENEFIT ANALYSIS 


MEANING 

T)ROJECT evaluation is the most specialized planning process which involves 
systematic, objective and comprehensive appraisal of development program¬ 
mes for individual commodities and projects. It implies an appraisal or assess¬ 
ment of a project as to its operational efficiency technically, economically, finan¬ 
cially and managerially. It involves a probe by a group of outside experts into 
the working of a project, to find out its achievements and weaknesses and to 
suggest ways and means of overcoming the weaknesses to improve its operation. 
Project ‘ evaluation thus refers to the procedures of fact-finding about the 
results of planned social action which in turn move the spiral of planning over 
upward. It is the proper methodological accompaniment of rational action.*’ 1 

Project evaluation is an integral part of any development programme in order 
to assess its success or failure and to point out further lines of improvement. It 
is a process to evaluate the rate of return on a project, its social profitability 
and its side effects on the growth rate of population, on employment, labour 
and management training and on rate of reinvestment. Further, it helps to- 
assess the impact of the new project on the people of the area especially on their 
social and economic conditions. “Evaluation is, therefore, an essential aid to 
policy. It may be considered to be a branch of research which is oriented 
primarily to the needs of an action programme.’’ 2 “Project evaluation utilizes 
principles similar to those ... for the evaluation of industrial sectors, but it 
requires more extensive study of individual elements. Whereas sector analysis is 
applied only to the typical cost and demand conditions in the industry, project 
analysis takes into account a variety of supply and demand factors that are 
peculiar to the commodities and production technique under consideration.*’ 3 

Its Stages 

It involves four stages: to review the situation before the project is actually 
started; to make appraisal when the project is in operation in order to find out 
how much has been accomplished and what remains to be accomplished; ta 
suggest ways and means to improve its operation further and to plug loopholes; 
and lastly, to evaluate the ends achieved by the project when it is complete and 
is in full operation. 


> Hyman, Wright and Hopkins, Applications of Methods of Evaluations, 1962. Italics mine. 
*Second Five Year Plan, 1956. 

’UN, ECAFE, Formulating Industrial Development Programmes, 1961. 
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evaluation, the usual stages ate: « the desertion 
of the technical and economic characteristics of each project; (6) the est tnat'on 
of the influence of the project on the economy, both during Iht — 
period as well as during the operational period, when the tnvestnent i coin . e ed 

and the newly productive capacity is in operat.on; (e) the ■evaluat on of the 
consequences of the project which may be direct or *f ec “ 

consist of the immediate contributions to production within ‘ h ' scor ° h “ 
project while the indirect effects are those in sectors vertical 1 htks 

sector, either preceding or following, because for their *^***£g? 
and (d) the formulation of the criterion for the selection of the projects. 

COST-BENEFIT ANALYSIS* 

In appraising projects from the national viewpoint the most appropriate and 
making correct investment decisions to achieve optimum 

sssss 

instead of in actual market prices. 6 

£%£?£££. I? ««i«i-v. >»■»•» ■ dd 

i-c,n, - f „ rrz: 

particular investment to the economy as a w o e | rrc P havc ^ 

sirsr p ir :°i 

- ben ' ficiai - Thus this 

*HC. Bas in "Regional Economic Planning. Techniques of Analysis fo, Less Developed 
Areas,” UN Manual on Economic Development Projects. 1*0*. 

•American economists use the term Benefit-Cost. 

•For reasons refer to the previous chapter. 
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criterion can only help in determining the scale of the project on the basis of the 
maximisation of the difference between B and C. But the best and the most 
reliable criterion for project evaluation is BfC. In this criterion, the benefit-cost 
ratio is the measure for the evaluation of a project. If B/C= 1, the project is 
marginal. It is just covering its costs. If B/C > 1, the benefits are more than costs 
and it is beneficial to undertake the project. If BfC < I, the benefits are less than 
costs and the project cannot be undertaken. The higher the benefit-cost ratio, the 
higher will be the priority attached to a project. Since capital and other investi- 
ble resources are scarce in underdeveloped countries, it can maximise output by 
using them on a project so that its benefit-cost ratio is higher than that of the 
next alternative project. 

The above formula docs not take into account the ‘time horizon* of the pro¬ 
ject. As a matter of fact t future benefits and costs cannot be treated at par with 
present benefits and costs. Therefore, the appraisal rules for project evaluation 
require discounting of future benefits and costs because society prefers the pre¬ 
sent to the future. For this purpose, economists have devised a number of 
‘decision rules’ or criteria. But we shall confine ourselves to the present value 
criterion and the internal rate of return criterion. 

The Net Present Value Criterion. It is an important criterion used for 
project evaluation. Net Present Value (NPV) is equal to the present value of 
benefits minus the present value of operating and maintenance costs minus 
initial outlay. This criterion is also expressed as the net present value of benefits 
criterion so that Net Present Value of Benefits *= Gross Present Value of 
Benefits—Gross Present Value of Costs. A project is socially profitable if the 
NPVB >0. If there are a number of mutually exclusive projects, the project 
with the highest net present value of benefits will be chosen. 

But the explanation of the NPV criterion in terms of benefits and costs is not 
a correct method for project evaluation because it neglects the time horizon. 
Capital investments give benefits after a lapse of some time. Therefore, future 
benefits and costs cannot be equated with present benefits and costs. Since 
society gives preference to the present over the furture, it becomes essential to 
discount future benefits and costs of projects. The discount factor is expressed as 


(1+0* 


where i is the social discount rate and t is the time period. 
Thus 
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where B lt B 2 . . . B n are scries of gross present benefits in years 1, 2. . . n; Cu C 2 
. .. C„ are series of gross present costs in years 1, 2. . . n; i is the social rate of 
discount for annual compounding. 

In making a choice among project cither of the two rules may be followed. 

I. Only those projects should be selected in which the present value of benefits 
exceeds the present value of cost. Where symbolically 
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2. All projects where ihe ratio of the present value of benefits to the present 
value of costs is greater than one. Expressed symbolically 
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The NPV criterion is considered as the most appropriate rule for project 

eV The Internal Rate of Return Criterion This criterion refers to the per¬ 
centage rate of return implicit in the flows of benefits and costs of projects 

Marglin defines the internal rate of return (IRR) as the discount rale at which 

the present value of return minus costs is zero . 7 The formula for the calculation 
of IRR is 


B- C, 

0+0 


Bi—Ci 


B-C. 


x .TT+o* ■■ (>+')" 

where r is the internal rate of return. In the case of mutually exclusive projects 
that project should be selected which has the highest rate ot return. 

But this criterion has certain limitations. First, once a rate of return‘ f** 11 ™ 

for the calculation of the profitability of a project, it .s no possrbte to change it. 
Second, it is difficult to calculate the rate of return on a 

which does not yield benefits for a number of years. Third ' f P r °J e «‘ “ re 
mutually exclusive, this criterion favours that project which ls l »; cr ' 

cost than others. Thus it cannot be applied to highly capi aMntcns v proj ct* 
Fourth, the use of IRR for public investment does not lead lo " rrK ' “ 10 
because the definition of IRR implies that intermediate receipts and(outlays are 

also discounted at the internal rate. But it is not possible to dMMuat iner 

mediate benefits and costs of public investment at the internal rale of return 
Fifth, there are often such projects on which the entire investment ou lay cannot 
be madeinthefirstperiod.lt becomes difficult to calculate IRR in all such 
cases. Sixth, the IRR criterion is suitable for such investment promts whid. are 
wholly independent of others. The different projects can then be ranked accord 
ing to their internal rates of return and the project with the highestRR » 
chosen first and the other projects with lower IRR are 

ranks. But the fact is that public investments are not independent ofe.ch other 

Often they are alternatives. Therefore, it is difficult o make a choice be tween 

two alternative investments on the basis of their alternative m ernal rateJ 
return. Seventh, Layard points out the problem of capital rationing whe e p> 

jects cannot be selected on the basis of ranking in order of rate of return. Such 

projects can only be selected on the basis of their net present value. 

In fact, IRR depends on the social rate of discount. If the net^present^values of 
two alternative projects are given. Ihe choice of the project will depend on the 

S A. Marglin. Pubi c Investment Criteria, 1967. 

•Richard Layard, Cost-Benefit Analysis, 1972. 
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discount rate. This is illustrated in Figure 51.1 where the rate of discount is 
measured along the horizontal axis and NPV on the vertical axis. The curve AA' 
•depicts investment of project A and the curve BB' of the project B. The IRR of 
project B is higher than that of project A because the discount rate Or is higher 
than Or'. At Or , the IRR of both the projects is equal. But if the discount rate 
falls below Or 2 , project A will be chosen because its NPV is higher by ba. 
Making a choice between two projects on the basis of changes in the discount 
rate is called switching and reswitcbing. 

Relation between NPV and IRR. The relation between NPV and IRR 
is depicted in Figure 51.2. As NPV falls, the discount rate increases and a 


NPV 



FIG. 51.1. • fig. 51.2. 

situation arises when NPV becomes negative. The rate at which NPV changes 
from positive to negative is the IRR. That project will be selected whose IRR 
is higher than its discount rate. So the right criterion for the choice of a 
project is r>i. This is illustrated in Figure 51.2 where IRR is taken as 10 
per cent and the discount rate as 5 per cent in the case of project A. This project 
will be selected for development so long as its NPV > 0 and r (10%) > / (5%). 
If two projects are complex, these two criteria can give different results. But for 
the majority of projects, they are interchangeable. However, difficulties arise 
when two or more projects have to be compared and their lengths of life and 
capital investments differ. Of the two criteria, NPV is more commonly used for 
project evaluation in private and public sectors. But the NPV criterion is techni¬ 
cally superior, since the IRR can give an incorrect result in special circum¬ 
stances. 9 


The Social Rate of Disconnt. Whether the planners use the NPV or IRR 
criterion, a rate of discount is needed for discounting all costs and benefits. 
There is considerable controversy over the choice of such a rate. The controversy 
arises because the discount rate is required to solve two problems: first, proper 


AM,y5i5iD Rcla,i ° n toPUnnio ‘“* 



FIG. 51.3. 
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allocation of resources between the public and private sectors; and second, the 

allocation of resources between the provision of present and future goods and 

services. The rate used to solve the second problems called the social discount 
rate or social time preference rate. 

The social discount rate is the premium which the society puts for P r « f « r "“8 
the present consumption to future consumption. This is explained in terms 
of Figure 51.3 where the present consumption C 1 

is taken on the horizontal axis and the future con¬ 
sumption C 2 on the vertical axis. C t C 2 is the trans¬ 
formation frontier or the investment possibility 
curve. It consists of a series of projects arranged 
from right to left in order of their rate of return- 
tbe cost is the sacrifice of present consumption and 
the return is the gain of consumption in the future. 

The society will choose from the various invest¬ 
ment possibilities so as to reach its highest social 
indifference curve SI. The society reaches an opti¬ 
mal position with regard to its sacrifice of present 

consumption and invests it for gain in the future _ 

consumption when its transformation curve C,C* equals its social indifference 
curve SI at point E. It is to be noted that the slope of the transformation curve 
represents the rate of return on investment and the social indifference curve 
represents the rate of time preference. So the social discount rate is determined 
■with the equality of the rate of return on investment and the rate of time prefe- 

"TheVociaTraW of discount is a constant rate overtime. The choice of a dis¬ 
count rate affects the projects to be undertaken. "A discount rate of 5 petr cent 
might well lead to twice as much investment as one of 10 per cent, together 
with equivalent reduction in consumption."* If the discount rate »high, short- 
period projects with higher net benefits are preferred. On the contrary when the 
discount rate is low. long-period projects with lower net benefits are selected. 

The problem is; How a social discount rate is chosen? This rate cannot be the 
market rate of interest in a mixed economy because of uncertainties and imper- 
ftc ions of capital markets. There are varieties of securities w„h corresponding 
multiplicity of taterest rates. Therefore, the social discount rate should equal 
theGovernment's borrowing rate on long-term securities because these securitve, 
are essentially riskless. That is why the majority of economists measure the 
social rate of discount at this rate. But critics argue against selecting the long¬ 
er rate on government securities as the social discount rate. According o 
hem there are numerous borrowing rates on government securities relating to 
different time periods. The problem is which rate to choose as the social 
discount rate Again government borrowing rates are influenced by such 
factors as the monetary policy which are not relevant for the choice of a social 
discount rate. Lastly, the choice of such a social discount rate would lead to 
the very awkward problem that different rates of interest would be used ,n the 
public and private sectors. There is then likely to be considerable inefficiency 


^•Richard Layard, op. ell. 
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in the allocation of funds inside the investment sector—in the sense that if the 
government is, say, responsible for electricity and the private sector for oil, 
inferior projects of the former kind will supplant superior projects of the latter 
kind. 11 Economists, therefore, reject the use of market rates to reflect the social 
discount rate. 

Pigou, 12 followed by Dobb,*3 regards the use of social time preference rate as 
“pure myopia.” He alleges that people are victims of “defective telescopic facul¬ 
ty” that is why they prefer present consumption to future consumption. They 
have risk-of-death time preference. Pigou and Dobb reject this view on the 
ground that society is a continuous entity and it has a collective responsibility 
for future generations. So they favour a zero social time preference rate because 
the present and future should have equal weights in the estimation of the 
society. 

But economists do not accept Pigou Dobb view. According to Marglin , 14 this 
view is an “authoritarian rejection of individual preferences.” Sent 6 and Ecks¬ 
tein 16 pointout that a rational fear of death is sufficient for people to have a 
positive social time preference rate. 

Hirschlcifer 17 and others use the concept of social opportunity cost to mea¬ 
sure the social discount rate. “The social opportunity cost is a measure of the 
value to society of the next best alternative use to which funds employed in the 
public project might otherwise have been put.** The next best alternative use of 
funds is investment in the private sector. If they earn a rate of 6 per cent, the • 
public investment must also earn a rate of 6 per cent or more. Thus the social 
discount rate is 6 per cent. Any other rate than this would lead to malallocation 
of resources. If a public project earns 4 per cent, it should not be undertaken. 

The social opportunity cost method of calculating the social discount rate is 
not free from certain limitations. To depend on the estimates of the private sec- * 
tor is misleading because different industri s adopt different methods for estima¬ 
ting their rates of return. Thus it is difficult to And a rate of return which may 
measure the social opportunity cost of funds. According to Feldstein, the social 
opportunity cost depends on the sources of particular funds, it must also reflect 
the social time preference function. He, therefore, suggests a method of combin¬ 
ing the two. The procedure is to allow for the social opportunity cost of funds 
directly by placing a shadow price on the funds used in the project and to make 
all intertemporal comparisons with a social time performance rate . 18 Mishan, on 
the other hand, has suggested that if the government has the power to invest in 
the private sector, than the social opportunity cost rate can be used as a social 

11 A.R. Prest and R. Turvcy, “Cost—Benefit Analysis: A Survey,” E J. Vol. 75, 1965. 

>*A.C Pigou, The Economics of Welfare 4/e 1932. 

18 M. Dobb, An Essay on Economic Growth and Planning, I960. 

i*S.A. Marglin, “The Social Rate of Discount and the Optimal Rate of Investment,** 
Q.J.E. Vol. 77, 1963. 

>'A.K. Sen, ‘ On Optimising the Rate of Saving,” £./. Vol. 71, 1961. 

»'0. Eckstein. “A Survey of the Theory of Public Expenditure," in J.M. Buchanan (ed.). 
Public Finance, 1961. 

17 J. Hirschlcifer et al. Water Supply, I960. 

,#M s Feldstein,, “The Social Time Preference Discount Rate in Cost-Benefit Analysis ” 
E.J. Vol. 74, 1964. 
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discount rate. 19 . . 

Marglin 20 and other cconomisls have argued for a synthetic discount rate. 
They move on this presumption that the social time preference rate is less than 
the social opportunity cost rate. Therefore, there will be underinvestment in the 
economy which requires a synthetic discount rate for public investment. The 
synthetic discount rate is some weighted average of the social time preference 

rate and the social opportunity cost rate. 

Baumol 21 docs not agree with Marglin that there should be a synthesis of the 

two rates. He regards the choice of rates as indeterminate because of the exis¬ 
tence of risk and institutional barriers which will prevent the two rates to be in 
equilibrium. On the other hand, Pearce suggests that the correct answer to the 
choice of a social discount rate does not lie in the selection of a single rate, but 
in the use of both the social time preference and the social opportunity cost 

rates according to (fl) the type of benefits yielded, and (b) the type of forgone 

expenditure. In Figure 51.3, the social time preference rate is in equilibrium 
with the social opportunity cost rate at point £. Pearce concludes that it will not 
matter which rate is chosen. If equilibrium conditions prevail, the necessity for 
the estimation of asynthetic discount rate disappears. 2 - 
(a) Evaluation on the Basis of Benefit*. A project is evaluated on the basis 
of the benefits accruing from it. Benefits refer to the addition to the flow of 
national output accruing from a project. A project is beneficial to the extent it 
tends to increase the income of the people, increase in income being measured 
by the actual increase in production and consumption. Benefits may be real or 

nominal and direct or indirect. ..... .. c. 

Real Benefits. In cost-benefit analysis we are concerned with the real benefits 
rather than with the nominal benefits flowing from a project. A river valley pro¬ 
ject may increase irrigational facilities to the cultivators, but if at the same time 
the state levies heavy betterment levy on them, the benefit is nominal. For, 
whatever benefit accrues from the project it goes to the treasury. But if the same 
project, besides increasing irrigational facilities, raises the productivity of land 

per acre and leads to a number of other external economies whereby the level 

of real income of the farmers rises, then it is said to lead to real benefits. 

Direct and Indirect Benefits. Direct benefits arc those benefits which arc imme¬ 
diately and directly obtainable from a project. They arc the values of the imme¬ 
diate products and services for which direct costs arc incurred. A number of 
direct and immediate benefits flow from a multi purpose river valley project such 
as flood control, irrigation, and navigation facilities, the development of fisheries, 
power, etc. A multipurpose project may also lead to certain indirect benefits or 
side effects. Indirect or secondary benefits are the values added to the direct 
benefits as a result of the activities stemming from or induced by the project. 
For instance, the construction of the Bbakra Nangal Project has provided 
employment opportunities to thousands of people. It has led to the construction 
of a new railway line connecting Nangal township and the Bhakra Dam with the 

‘•E.J. Mishan, "Criteria for Public Investment," J.P.E. Vol. 75, 1967. 

••S.A. Marglin, op. clt. 

»»W. Baumol, "On the Social Rate of Discount" A.E.R. Dec. 196?. 

**D.W. Pearce, Cost-Benefit Analysts , 1971. 
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rest of the country. New roads have been laid. A new town, Nangal, has come 
up. A fertilizer factory has been started there which is the harbinger of more 
factories. The Bhakra-Nangal Dam has been developed into a tourist-resort, 
thereby augmenting income. Besides, as pointed out by Professor Bruton, pro¬ 
ject evaluation should take into account the effects of a project on the rate of in¬ 
vestment, on the growth rate of population, on the acquisition of skills and 
managerial talents by the people. 23 All these are indirect benefits or side-effects 
which are more or less incidental to the direct benefits. 

Tangible and Intangible Benefits. A project may also lead to tangible or in¬ 
tangible benefits. Tangible benefits are those which can be computed and mea¬ 
sured in terms of money while intangible benefits cannot be measured in mone¬ 
tary terms. For example, benefits flowing from the Bhakra Nangal-Project are 
tangible and can be computed. Intangible benefits enter into individual valua¬ 
tions, but for which there is neither a market nor a price. They may be positive 
or negative. The former are the scenic beauty and recreational value of the 
Bhakra Dam while the latter refer to the uprooting of the people as a result of 
the Dam. - 

C b) Evaluation on the Basis of Costs. Just as there are various forms oi 

benefits, so there are various types of costs. 

Project Costs. They are the value of the resources used in constructing, main¬ 
taining and operating the project. They relate to the cost of labour, capital, 
intermediate goods, natural resources, foreign exchange, etc., including allow¬ 
ances for induced adverse effects. 24 

Associated Costs. They are the value of goods and services needed beyond 
these included in the cost of a project to make the immediate products or services 
of the project available for use or sale. For example, the farmer's cost of 
producing the irrigated crop, other than any charge for water, would be his 

associated costs of producing that crop. 

Real and Nominal Costs. Costs may be real or nominal. If a Block Samiti 
borrows from the people of the area for digging a canal, it is a case of nominal 
costs. For no real sacrifice is involved on the part of the people, money having 
been transferred to the Block Samiti from the people. But if the people of the 
block are asked to dig the canal themselves, it would be real cost for them. 

Primary or Direct Costs. In cost-benefit analysis, we are concerned more with 
primary or dicect costs. These are costs properly incurred for the construction, 
maintenance and execution of a project. And to make immediate products of 
the project available for use or sale. 

Indirect or Secondary Costs. They are the value of goods and services incurred 
to provide indirect benefits of a project, viz., houses, school, hospital, etc., for 
the people working at the project site. They also include the costs of processing 
the immediate products of the project. 

(r) Importance of Data for Evaluation. In project evaluation detailed 
data extending over a long period are required which may be divided into “an 
investment or gestation period” and “an operation or production period.” The 


*’H J Bruton, Principles of Development Economics. 

a *For me of shadow price* in project evaluation, see ‘Partial Equilibrium Method’ in the 
chap er on ‘Shadow Price**. 
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project is completed in the first period and is used in the second period when 
production starts. The data describe the numbers of workers and other person¬ 
nel involved, the amount of raw materials required and the quantity of the 
products expected to be produced, etc. These data are compared with similar 
projects elsewhere in terms of their costs and benefits. The data are also used to 
calculate the contribution of the project to national output, to the employment 
of labour, and to the health of the workers. 

Conclusion. Thus in evaluating a project, we are to compute and compare 
its total direct benefits and the total direct costs. If it is found that the benefits 
are expected to be more than the costs, it will be beneficial to undertake the pro¬ 
ject, otherwise not. In order to arrive at the aggregate direct costs and benefits, 
first , data are collected and calculated on the physical quantities of goods and 
services produced; then secondly, on the physical quantities of goods and ser¬ 
vices consumed, thirdly, the money value of these goods and services is comput¬ 
ed on the basis of price indices in different markets giving weights to inflationary 
and deflationary situations. Lastly, in calculating annual costs, due regard is to 
be taken of the durability of capital assets and their depreciation. Annual costs 
are calculated by dividing the total costs by the expected life of capital assets. 
Similarly, annual benefits are calculated by computing the money value of direct 
benefits flowing from the projects and deducting from it associated costs of the 
project. 

Limitations of Cost-Benefit Analysis 

However, limitations arise in cost-benefit analysis of measuring the present 
and future benefits from a project and costs incurred in obtaining these benefits. 

1. Difficulties in Cost-Assessment. Cost-assessment of project is however 
comparatively easy than benefit-assessment. Cost estimates are made on the basis 
of the choice of techniques, locations and prices of factor services used. But 
market prices, particularly those of factors of production, from an imperfect 
guide to resource allocation in underdeveloped economies, because there exist 
fundamental disequilibria which are reflected in the existence of massive under¬ 
employment at present level of wages; the deficiency of funds at prevailing inter¬ 
est rates and the shortage of foreign exchange at current rates of exchange. The 
equilibrium level of wage rates will be considerably lower than market wages, 
while equilibrium interest rates will probably be much higher than market rates. 
To remove these difficulties, the use of “shadow” or “accounting- prices has 
been suggested by J. Tinbergen and H.B. Chenery and K.S. Kretchmer. 25 These 

“shadow prices” reflect intrinsic values of factors of production. Like shadow 

prices, the concept of “shadow costs” has also been introduced to calculate the 
real costs of a particular project to society. Now a days economists use shadow 
prices and costs in evaluating projects and determining which are worth under¬ 
taking and which are not. 

2. Difficulties in Benefit Assessment. The assessment of benefits is, how¬ 
ever, still more difficult due to the presence of the element of uncertainty in a 
new project as to the correct estimation of future price, demand and supply of 
its product. Another difficulty of measuring the benefit is the assessment of ex- 


“See the previous chapter for a detailed study. 



444 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

ternal economies. If the presence of external economies leads to the selling of 
the product at marginal costs rather than at average cost, a dificit will accrue. 
Efforts to cover this deficit through a levy on the consumer or the government 
budget make the assessment of benefits more vague. Thus according to Pro¬ 
fessor Lewis, “To calculate the true net social benefit of an investment calls for 
skepticism as well as skill. The figures submitted to governments almost always 
involve exaggerated optimism and double counting. If one uses low shadow 
wage in valuing labour, when calculating costs, one must not also, when calcu¬ 
lating benefits, give extra credit to the project because it will relieve unemploy¬ 
ment. Shadow pricing may be applied to costs or to benefits, the same item 
should not appear in both. Again annual values and capital velues should not be 
added together.*’ 26 But it is difficult to predict changes in shadow prices arising 
from the benefits of a project. The application of shadow prices might favour 
quick-yiciding, labour-intensive, capital and import-light projects thereby under¬ 
mining the establishment of long-term development projects. 

3. Arbitrary Discount Rate. The assumed social rate of discount for any 
project is likely to be arbitrary. If an arbitrarily large discount rate is applied to 
calculate the net present value of benefits, it is not possible to effectively calcu¬ 
late the long-run results of a project. This equally applies to the internal rate of 
return of a project. 

4. Neglects Joint Benefits and Costs. The above analysis of cost-benefit 
ignores the problems of joint benefits and joint costs arising from a project. We 
have seen above that a number of direct and indirect benefits flow from a river 
valley project. It is difficult to evaluate and calculate such benefits separately. 
Similarly, they involve joint costs which cannot be separated and hence calcu¬ 
lated benefit-wise. 

5. Ignores Opportunity Cost. The cost-benefit analysis also ignores the 
problem of opportunity cost. Griffin and Enos have found a way out when they 
state that if all prices reflected opportunity costs, all projects for which B/C< 1 
would be chosen. 

6 . Adjustment for Risk and Uncertainty. The problem of adjustment for 
risk and uncertainty involved in the project also arises. This is done in three 
ways: at the time of calculating the length of project life, the discount rate, and 
by making due allowance in benefits and costs. It is better to use the Govern¬ 
ment borrowing rate. The Research Programme Committee of the Indian Plan¬ 
ning Commission suggests 5 per cent as the productivity rate and 10 per cent as 
capital scarcity rate. 

7. The Problem of Externalities. The side effects of a project are difficult 
to calculate in this analysis. There may be technological and pecuniary spillo¬ 
vers (or externalities) of a river valley project, such as the effects of flood control 
measures or a storage dam on the productivity of land at other places in the 
vicinity. It is difficult to calculate such external effects of a project. 

Use of Cost-Benefit in Developing Countries 

The cost-benefit analysis was developed in the United States for the appraisal 
of investments in irrigation and transportation projects. In UDCs, projects are 


''Development Planning, p. 258. 
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often selected on an od hoc basis and sufficient attention is not given to their 
evaluation in terms of costs and benefits. Since all pub he P^ts are related to 
the objectives of growth, they aim at maxums.ng soctal welfare^ Stephen Marg 
lin 27 points toward three merits of cost-benefit analysis for such countne: . 

First, it helps in reducing differences in the marginal effectiveness of alterna 
tive measures for accomplishing such objectives as between irrigation and other 
means of raising aggricultural production. Second le'pt; 

of fulfilling one objective in terms of benefits sacrificed with respect to others 

Third, it has a political advantage in that, “it would be difficult for any part.cuUr 
group to distort project plans to serve its own interests if its consen , along with 

the consent of other relevant sections of the community, were obtained at the 

time of setting the criteria in advance of planning sepecific projects. 

Another merit of the use of cost-benefit analysis is that it permits decentralised 

decision-making. Even if the public sector is small, no 

,o handle the vast mass of technical information needed to dec.do>. • m.“ber 

of specific projects. In order to calculate costs and benefits of each project a 

separate authority is needed for each. This, therefore, necessitates decentralisa- 

tion of decision making. 28 . .. 

Again, the cost-benefit analysis is “a practical way of assessing th e desifability 

of projects, where it is important to take a long view (,n the sense of look ng at 

repurcussions in the further, as well as the nearer future) and a wide v ew ( n he 

sense of allowing for side efTects of many kinds on many persons industries. 

regions, etc.)" 2 ' As such, it is a highly useful tool for project evaluation in deve 

10 DMp'itetheM merits, the use of cost-benefit analysis is beset with a number of 
difficulties in UDCs. There are discussed below. 

(a) Based on Conditions of Developed Countries. This ,cchn ' quc lS ^^ d °“ 
the basic assumption that investment is made in a framework of economic stab, 

Uy and steady growth in a predominantly, capitalist competitive economy where 
price, are constant, wages are flexible, and factors are porfcCly mobilc and 
fully employed. Thus the need for state action is assumed away ,n it. Unde the 

assumptions, direct benefits of the project valued at market P r ‘“* r « fl £‘J‘ S 

social benefits. But these assumptions make the application of C ° b ” . 
analysis as a method of project evaluation unrealistic to underdeveloped 
countries. In such economies the assumptions of constancy of prices, the 
existence of full employment, perfect mobility of factors and flexibility of wages 
are unwarranted. Rather the aim of public investment is to start those develop¬ 
ment projects which aim at reducing unemployment, and underemployment, and 
increasing factor mobility so that structural disequilibrium in the economy is set 
right. Though efforts have been made to modify this analysis by including 
indirect benefits accruing from a project and imputing benefits and costs in terms 
of shadow prices, yet there is arbitrariness in choosing between the various 
indirect benefits. Eckstein and Mckean, therefore, favour the use of macro- 
economic planning methods instead of the cost-benefit technique for tho 


”S.A. Marglin, op. clt. 

“Richard Layard, op. clt. 

“A.R- Prcit and R. Turvey. op. ell. 
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evaluation of projects. But these methods cannot be applied to underdeveloped 
countries due to the lack of statistical data. 

( b) Difficulty of Obtaining Data. In underdeveloped countries the task of 
obtaining data are one of the biggest hurdles. It is, therefore, not possible to 
distinguish the benefits accruing to the people with and without the project. The 
element of uncertainty and the difficulties of assessing externalities as noticed 
above, also stand in the way of correct assessment of benefits from a project. In 
certain cases both tangible and intangible benefits are difficult to assess. To what 
extent the supply of drinking water will benefit the residents of a town from a 
drinking water project or the building of an embankment to control floods 
cannot be measured accurately. 

(c) Difficulties in Cost Assessment. Assessing the cost of a project is by no 
means easy either. Preliminary estimates of costs are prepared but they are 
cither overestimated or underestimated. Rise in prices, shortage of raw materials 
and foreign exchange difficulties often stand in the way of accurate cost assess¬ 
ment. In the case of certain projects where Shramdan (voluntary labour) is 
made use of, the measurement of labour cost becomes still more difficult. In 
India, so many projects have been started hastily that it is not possible to assess 
their viability. According to Professor Lewis, “Assessing the cost and benefit of 
new industrial enterprises is highly specialised work which is best left to 
experienced consultants. Without such specialised knowledge project analysis 
is bound to be wrong.’* Underdeveloped countries should develop such 
specialised agencies for evaluating all types of projects. 

Use of Cost-Benefit Analysis in India 

The first systematic attempt in India was made by D.R. Gadgil by conducting 
a survey of the Godavari and Pravara canal systems in Maharashtra. This was 
followed by a study of the benefits and costs of the Hirakud Dam Project on the 
Mahanadi by Sovani and Nilkanth Rath ( Economics of Multipurpose River Dam , 
1960). In 1958, the Planning Commission Research Programmes Committee 
headed by D.R. Gadgil initiated the study of the benefit-cost ratios of six 
irrigation projects: (/) The Sarda Canal in UP; (//) The Tribani Canal in Bihar; 
(Hi) The Damodar Canal in West Bengal; (iv) The Gang Canal in Rajasthan; 
(»*) The Cauvcry Methur Project in Tamil Nadu; and (W) The Nizam Sagar Pro¬ 
ject in Andhra Pradesh. Similar surveys had been conducted by Baljit Singh 30 
for the Sarda Canal Project in UP, by K.N. Raj 31 for the Bhakra Nangal 
Project in Punjab, by A.S. Charan 32 of the West Banas Project in Rajasthan 
and by Ram Narain of the Jui Lift Irrigation Project in Haryana. 

But there is no uniformity in the application of cost-benefit techniques in these 
studies. These studies have been made either on the basis of the ‘before and 
after’ technique or the ‘with and without’ technique. The before and after techni¬ 
que takes into account the benefits and costs before the introduction of the 

30 Baljit Singh, S. Mishra, Benefit-Cost Analysis of the Sarda Canal, 1965. 

31 K.N. Raj, Some Aspects of the Bhakra Nangal Project, 1964. 

31 A.S. Charan. Direct Primary Benefits and Costs of Irrigation Project: Empirical Study of 
the West Banas Project in Rajasthan. Ph. D. Thesis (Unpublished). 

3 Ram Narain. Economics of Lift Irrigation Projects in Haryana— A Case Study of the Jui 
Lift Irrigation Project, Ph. D. Thesis (Unpublished), 1977. 
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projects and compares the same with the benefits and costs that have resulted 
after the introduction of the project. The with and without technique makes a 
comparative study of the same area being benefited with irrigation facilities and 
without such facilities. 

Some Suggestions . __ 

To overcome the limitations of cost-benefit analysis, certain suggestions are 
made for a better appraisal of projects. It is contended that projects should be 

appraised in combination rather than individually even though they happen to 
be of a different nature. The benefits should be measured both ,n their positive 
and negative aspects. Scarce factors used should be counted as negative benefits 
while positive benefits induced by investment id the project should make an 
addition to the national product. Both direct and indirect benefits should be 
included. In case market prices do not reflect equilibrium prices, shadow prices 
should be used for evaluating the effect of the project on the national «onorn^ 
In underdeveloped countries the market wage for unskilled labour is often 
higher than the opportunity cost of labour. On the other hand, the intrinsic 
values of capital and foreign exchange are higher than the corresponding ma ket 
prices. An accounting wage lower than the market wage and an accoun ing 
interest and an accounting foreign exchange rate higher than the market prices 
should be used. The costs should include the value of scarce factors used in the 
project at accounting prices. The influence of an investment project on the 
national product should not be measured only in one year but also in time, 

along with its influence on employment, balance of payments, regional income 

distribution, etc. Weights should be given to each of these elements morderto 
reduce these several aspects to one single measure. While a UN study 
mentions the following factors for inclusion into the evaluation procedure. 

1. Variation in Output Over time. This factor is of special importance in 
the case of those projects which have a long fruitionlag such as river valley 
projects. Since such projects take a long time to fructify a discounting of 
future costs and prices is necessary for purposes of evaluation. 

2. Variation in the Range of Commodities Produced Different 
techniques of production produce different qualities of product. Sma 1 scale 
production techniques are generally more flexible than production techniques 
under large scale. This factor makes project evaluation somewhat diflicult 

3. Scale and Location Effects. In order to select the optimum scale oi pro¬ 

duction for a particular project an estimate of the increase in demand over time 
is to be made. Further, there are likely to be certain diseconomies arising Irom 
over-concentration of a project in a few centres, increase in transport costs and 
difficulties of operating large scale plants. Only some of these effects can be 
evaluated quantitatively. . 

4. Non-market Effects of Production Differ from Project to Project. 

The use of an advanced technology may be held in training labour and manage¬ 
ment for industrialization in the long run although this fact is not reflected in 

the calculation of accounting prices. Other social benefits and costs which, for 

example, help to reduce undesirable waste, must also be taken into account. 
• 4 H.C. Bas, op. ell. 

•'UN, ECAFE, Formulating Industrial Development Programmes, 1961. 



Chapter 52 

CONTROLS UNDER PLANNING 1 


Need for Controls 

/CONTROLS are an integral part of a planned economy. But the nature, extent 
^and measure of controls depend upon the type of planning in the country. A 
centrally planned economy has full control over all economic activities, i.e., pro¬ 
duction, consumption, exchange, and distribution, internal and external trade, 
saving, investment, etc. On the other hand, a mixed economy has partial 
controls with the main purpose of allocating scarce resources in a proper way. 
Underdeveloped countries are mostly mixed economics where public and private 
sectors co*cxist. Planning involves the control and regulation of the private 
sector for the fulfilment of the objectives of the plan. Left to market forces 
planning becomes a farce. For in such economies, scarcities and bottlenecks 
arising from structural changes retard economic development in the absense of 
controls. To allocate scarce resources among competing ends, the Planning 
Authority controls the production of goods by deciding what to produce, how 
to produce and how much to produce. This is tantamount to controlling 
investment for the purpose of utilizing it in right directions. In underdeveloped 
countries the Planning Authority controls the use of incomes also for the purpose 
of augmenting savings. This is done by controlling consumption of non- 
essential goods and even by forcing people to save more. The distribution of 
essential commodities is also controlled and regulated. Sioce there arc adverse 
balance of payments and acute shortage of foreign exchange, import, export 
and exchange controls are introduced. Besides, the State controls particular 
sectors of the economy by taking them over as public enterprises if a high 
priority has been accorded to them in the plans. They are generally transport, 
power, basic and heavy industries, basic raw materials, etc. 

Types of Controls 

Controls may be direct or indirect. Direct controls, better known as physical 
controls, alfect particular producers’and consumers’ choices in the economy. 
Such controls are in the form of licensing, rationing, price controls, export 
duties, import-export and exchange controls, quotas, authorisation, rationing of 
foreign exchange, anti-hoarding control, monopoly control etc. Indirect controls, 
on the other hand, are known as general controls which affect prices and hence 
the incomes and transactions within the economy. In fact, they afTect the overall 
aggregate demand of the economy and include fiscal and monetary measures. 
Thus general controls refer to the taxation, expenditure and borrowing measures 
of the State and to the monetary policy of the central bank in the form of varia- 

1 Based on an extension lecture delivered to Post-Graduace Economics Faculty of Govern- 
mcot College, Hoshiarpur in January 1972. 
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shortages of investible funds for right types of investment. Industrial raw materi¬ 
als, food, skilled presonnel and foreign exchange are all scarce. Physical controls 
help in rational allocation and utilisation of these strategic resources. The usual 
methods of control over investment are fixation of quotas, issue of licences and 
authorisation on the basis of priorities. Some direct control of investment is 
inevitable in such economies due to market imperfections. If private investment 
is directed toward residential buildings, building permits can be issued. Similarly 
to keep factories out of residential areas or to prevent excessive concentration of 
factories in certain towns for implementing a policy of decentralisation, issuing 
of building licences on a priority basis are essential. In the case of certain scarce 
materials produced indigenously like cement, their supplies can be regulated by 
anti-hoarding controls or quantitative inventory. In those fields of investment 
where imported machinery, components and raw materials are required, physical 
controls in the form of import quotas, duties, and rationing of foreign exchange 
are exercised. Private iovestible funds flowing to joint stock companies may be 
controlled by restricting capital issues and securities. Thus control over invest¬ 
ment by concentrating at strategic points can result in a better use of available 
resources. 


3. Control Over Production. Control over production is closely linked to 
control over investment. In fact, there is little difference between the two. For 
instance, it may be necessary to control investment in those industries that tend 
to displace handicraft workers without affecting the material output sub¬ 
stantially. Under development planning, production of certain essential com¬ 
modities may be accorded a higher priority than non-essential consumer goods. 
Similarly, higher targets may be laid down for the production of basic raw 
materials and components like coal, iron ore, iron and steel, chemicals, small 
tools, cement, etc. They necessitate not only control over investment but also 
over production in the form of fixation of quotas, authorisations, and licences. 
rr 'ces o/ indigenous and imported raw materials and components may be fixed 
and their quantities allocated according to the requirements of the planned 
economy. 


In India control over investment and production go together. Large scale 
industry is subject to some specific price and allocation controls and to general 
cap,tal issue and licensing controls. This has become necessary for the balanced 
development of different sectors of the economy. 

In India since independence controlled commodities have been sugar cotten 
textiles, steel, coal, aluminium, chemicals, cement, paper, paper board etc 
During the las. f ew years in pursuance of the policy of rationalising control 
over prices and distribution of these intermediate and manufactured articles 
gradual decontrol has been introduced. * 


There exists in India a comprehensive system of controls over investment 

rlZ n U ,T 0 n l° I 0 . 1 ", 1 ,he 0 b j cc,ives and Iar S e,s laid down in tbe Plans with 

'" dUS,rieS ,Dcvelo P m ">< a " d Regulation) 

h S f' PemCD,i,Spolicies for the Panned develop- 

to estahl sh rCK "h 0f '" dus,rics - Under ,his ac <- a "V industrialist who wants 
to establish a new undertaking or to expand substantially an existing concern 

all “nZrieTT * ’*"*?'** ' S ' Cdu '" d lo a licence. But it is not that 
all industries are issued licences. In the government nomenclature there is a 
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banned list which is of course reviewed every year. There is another category of 
industries known as the merit list where licences are given on merits. But the 
most important category is that of key industries which are essential for the 
fulfilment of Plan targets and where the creation of additional capacity is consi¬ 
dered essential. Priority is given in issuiog licences to such industries as also m 

permitting them to raise capital internally or externally to import raw materials, 

equipment, etc. It is not that licensing is a permanent feature and that all in¬ 
dustries must be licensed. Rather, for increasing the capacity of certain priority 
industries not needing foreign raw materials and components any more, deliccn- 
sing is done. Besides, undertakings employing less than 50 workers and using 
no power or employing 100 workers and using power and those having fixed 
assets not exceeding Rs 25 lakhs are exempted from the provisions of this Act, 
provided they do not come in the categories enumerated above. A licence issued 
to an industrial concern includes besides the name of the concern and articles to 
be manufactured, the annual output of the undertaking, its location and the 

capital issued. . , . . . 

Another feature of physical controls in India is that production in the basic 
and strategic sectors, included in Schedule A of the Industrial Policy of 1956 is 
under the complete control of the State. Such industries are arms and ammuni¬ 
tions, atomic energy, heavy plant and machinery, heavy electrical plant, mineral 
oil, aircraft, railway transport, telephones and telephone cables, etc. 

4. Import Controls. Import controls in the context of an underdeveloped 
country aim at shifting imports from non-essential consumer goods to capital 
goods, raw materials and components for augmenting the rate of industrial 
growth. Development planning requires that imports of certain non-essential 
and luxury goods are prohibited by imposing heavy import duties, while those 
of essential consumer goods like food, industrial raw materials, components and 
capital goods are regulated by import licensing and import quotas. Thus import 
controls in an underdeveloped country have two main features. First , prohibi¬ 
tion of the import of certain non-essential commodities. Second, general or 
individual licensing which is based on one or more of the following criteria: 
(a) country of origin; (6) degree of essentiality; (c) quotas and monetary ceilings 
for individual imports; (d) special commitments or obligations; and (e) interna¬ 
tional allocations. . .... 

India follows both the prohibitive and licensing policies. The licensing policy 
in India is primarily based on essentiality, special commitments and international 
allocations. Before Devaluation, foreign aid was mainly tied to specific projects. 
But since the middle of 1966-67 the emphasis has shifted to non-project form 

of aid. From time to time import controls have been liberalised to meet the input 
requirements of certain priority industries in full and to help maintain the price 

level particularly in respect of mass consumption goods. Further, the scope of 

the Open General Licence (OGL) has also been widened by placing a number of 
essential commodities like leather machinery, garment making machinery, a 
large number of drugs, medicines, chemicals, electronic items, iron and steel 
items, and scientific and technical books under OGL. The system of automatic 
licensing has also been introduced whereby licences are issued on the basis of 
actual consumption of imported raw materials without reference to the value of 
such licences in the previous year. But certain items categorised as ‘absolutely 
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non-permissible’ are not allowed to be imported in view of their indigenous 
availability. Thus the main aim of the import-control policy in India has been to 
achieve faster economic development by providing essential imported inputs for 
enlarging the production base for exports. 

5. Export Controls. Control over the export of various products in under¬ 
developed countries depends upon internal supply conditions, variations in the 
demand for products internally and internationally and the need for conserving 
stocks of essential raw materials. However, the principal objectives of exchange 
controls in such countries are: (o) to earn larger foreign exchange from exports; 
( b ) to conserve sufficient quantities of products for domestic consumption; (c) to 
enforce standards of quality and grading; ( d) to fulfil commitments under inter¬ 
national allocations; and (e) to fulfil export commitments in accordance with 
trade agreements; and lastly , to increase exports to hard currency areas. 

Control over exports in India aim at achieving all these objectives. Up to 
1957-58 Indian exports were almost stagnant. In that year export duties were 
adjusted downward to earn larger foreign exchange. Arrangements were also 
made to introduce quality control and grading. Exports again received a set¬ 
back in 1965-66. After the devaluation of the Rupee in June 1966, export duties 
were levied on a number of traditional export items which faced either inelastic 
foreign demand or lack of elasticity of supply or both. The main purpose be¬ 
hind the levy of export duties was to avoid loss of foreign exchange through a 
fall in the foreign prices. However, reductions, rationalisations or abolition of 
export duties are made from time to time in the light of international demand 
conditions and the competitive position of Indian export products in the world 
market. In India, two-thirds of exports are subject to controls. Keeping in view 
the trend in domestic availability of commodities and prices, some items are 
banned and others arc regulated for export purposes every year. Many of the 
items are also placed under the OGL. 

6 . Exchange Control. Exchange control is a method by which efforts are 
made to influence the balance of payments directly. Underdeveloped countries 
suffer from balance of payments difficulties. Their export earnings are low as 
they mainly export raw materials and other cheap products which are subject 
to international price fluctuations and hence variations in demand. On the other 
hand, they import heavy capital equipment, machinery and a number of manu¬ 
factured articles so that they are required to make larger payments to foreign 
countries. This necessitates the imposition of direct controls on payments to 
other countries. In its most comprehensive form, exchange control requires 
exporters to deposit all their foreign exchange with the exchange control authori¬ 
ties in exchange for domestic currency. In a system of exchange control foreign 
exchange is not fully convertible. Importers and other persons needing foreign 
currencies arc not given freely. They are required to satisfy certain conditions 
laid down by the authorities to obtain foreign exchange for making payments to 
foreigners. Even restrictions are placed on foreign travels and education. Ex¬ 
change controls are used also to discriminate against imports from certain 
countries. It leads to the rationing of a scarce currency to reduce imports from 
that country while people are left free to buy from those countries whose 
currencies are plentiful. Another form of exchange controls is the system of 
multiple exchange rates. The exchange control authorities may prescribe two or 
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more exchange rates for differeDt kinds of international tr^sactions Norm^ 

exchange rate may be used for essential imports and penalty exchange rate for 

“TnTndi'a theTysum of exchange control exists in its exhaustive form in order 
to control exports and imports in the context of a developing economy. Exchange 
controlswere'introduced in India during the Second World War to conserve 
foreign exchange. An Exchange Control Department was opened by.heReserve 
Bank of India in 1939 for this purpose. Thus the Reserve Bank of India 
exchange control authority in the country. All export earnings are required to be 
deposited with the Reserve Bank of India or its authorised dealers, and they are 
exchanged for the Indian Rupee at a fixed rate. All importers are required to 
seek permission of the authorities for importing commodities, then only foreign 
exchange is released by the Reserve Bank. Similarly, any person desirous of 
going abroad for purposes of business, higher education etc is released only a 
limited amount of foreign exchange for a specified period of time. 

Limitations of Physical Controls . .. „ f . 

Physical controls, as discussed above, are not so successful in matching the 
demand and supplies of commodities and services in a country like India. They 
have their difficulties which prevent them from controlling inflationary and 

balance of payments pressures and in allocating goods and services equitably. 

They, therefore, bring in a certain amount of black marketing corruption. 

Control over consumption in the form of price controls and rationing is 
successful in countries where administration is efficient. Controls require the 
fixation of prices of various goods not only at different stages of production but 
also at different places. Controls cannot be rigid. They have to be reviewed and 
relaxed when the supply situation improves. Controls also necessitate com P lc ‘ 
co ordination between the Centre and the States. The failure on the part of the 

Government of India after Independence to follow such measures due to an 

inefficient administrative machinery led to corruption and black marketing. 

However, in recent years the Government have learnt much from the past ex¬ 
periences and have tried to rationalize the system of controls. But still certain 

snags arc visible in the policy of price controls. 

In India controls exist in the case of essential consumer goods like wheat, rice, 
vegetable, ghee, sugar, etc. When prices of controlled commodities are fixed 
upward, prices of uncontrolled and related goods also rise but more in propor¬ 
tion to the rise in the former. No efforts are made to control the prices of the 
latter goods like pulses, oils, confectionary, etc. Moreover, prices of other 
consumer goods such as milk, tea, coffee, shoes, etc., also tend to rise since they 
happen to be uncontrolled articles. Thus partial controls have been ineffective 
in controlling inflationary pressures in India. They, therefore, need to be supp c- 
mented by fiscal and monetary measures. 

Certain problems also arise in the case of those commodities which are 
rationed along with controls. To avoid black marketing and corruption, the 
quantity of ration allotted should be high enough to meet the minimum rcqu.rc- 
ments of a family. In India the rationed articles of various qualities are sold to 
consumers in fixed quantities according to the number of family mcmbcri ’ 1 
results in a large-unsold surplus of the superior quality and a shortage o 
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inferior quality in predominantly labour areas in the case of wheat and rice. 
Whereas the opposite happens in areas resided by the white collar classes. The 
Government’s policy of selling the same commodity in the open market, as also 
through fair price shops at controlled prices, creates difficulties when consumers 
do not draw full ration allotted to them. It encourages ration shops to sell 
surplus quantities in the black market at higher prices. Moreover, the supply of 
essential articles at controlled prices and in fixed quantities have tended to 
increase the demand for uncontrolled semi-luxury and luxury goods with the 
increase in the savings of the people. This has resulted in diverting resources 
from essential to non-essential articles of consumption. 

1. In the Field of Production. India has the most comprehensive system of 
physical controls in the form of licences, quotas, authorisation, etc. There is such 
a maze of regulations and elaborate procedures that there is inordinate delay in 
taking decisions on the part of government departments. For instance, to start a 
firm, a licence is required which is not an easy affair. The location of the factory, 
the product to be manufactured, and the amount of capital to be raised must be 
got approved from the respective government departments. The policy of invest¬ 
ment controls has led to corruption and arbitrary decision. It has not helped in 
removing regional imbalances, preventing concentration and allocating resources 
equitably. Thus controls have tended to retard progress by eliminating healthy 
competition and preventing the operation of the price factor. Moreover, these 
controls have tended to hurt the small businessmen the most because they can¬ 
not meet tbe requirements of a rigid system of licensing. The Planning Commis¬ 
sion admits in this connection that “the existing industrial structure had led 
generally to a high level of costs and that the present system does not appear to 
have prevented concentration. In some cases industry has been inappropriately 
sited and some desirable adjustments in regional locations have not taken 
place ... Sheltered conditions created, in part, by the operation of existing 
controls appear to have reduced cost consciousness among entrepreneurs.” It, 
therefore, proposes a relaxation of existing controls so as to encourage fully 
responsible decision making on the part of entrepreneurs and an element of 
competitiveness in the economy which would keep up cost consciousness. 2 
Professor W.A. Lewis observes that the system of licensing was thought to be an 
inevitable instrument of planned development for a few years after the Second 
World War, but this was only a passing phase. By tbe middle of 1950s all the 
leading social democratic parties of the world had come to realize that licensing 
was on inefficient and corrupt way of allocating resources and had dropped it 
from their programmes. Today even in the USSR powerful authoritative voices 
are urging greater reliance on the market and less use of administrative direction. 
He, therefore, opines that, “if licensing is inefficient and corrupt in advanced 
countries, with first class administrators, it is even more harmful in less develop¬ 
ed countries. In most poor countries licensing means inordinate delays and 
inexplicable decisions. If licensing cannot be administered promptly and 
efficiently, the country is better off without it.” 3 

2. In the Field of Imports. The policy of import controls through import 


*GOI, Fourth Five Year Plan, 1969-74. 
*Development Planning , 1966. 
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quotas and import licensing also widens the scope for delay, corruption and 
arbitrary decisions. Often priority industries are not able to import' 

inputs in time, due to the delay in sanctioning quotas and licences. In certain 

rases inadequate quotas are fixed in relation to demand. 

3. ’in the Field of Export. The policy of export controls has ^en a success 
in achieving its main objectives of earning larger foreign exchange and thus 

minimising the balances of payments deficit. 

4 In the Field of Exchange Controls. Exchange controls are very rigid in 
India. They leave no freedom to private enterprise to buy plant, machinery ra 

materials from the country of its choice. They can be only imported from that 
country whose currency is available with the Reserve Bank of I«dia. The ex- 

change control policy of India has created a black market not only of dollar but 
also of sterling. Further it has tended to breed corruption. Recent "change 

control relaxations have been too small to warrant any improvement in the 
situation We may quote Professor Lewis in this connection: "Some countries 

have had exchange control for so long that they have ^j^'d'hemse ves h« 
it is an in-vitable accompaniment of economic development. This is not so, 
most countries have developed without exchange control; it is rather a sign of 
failure to allocate sufficient resources for the maintenance of the foreign balance 
whether by paying more attention to exports or by investing more in import 
substitution Countries which make adequate plans for exportation and impott 
substitution do not need exchange control (apart from restrictions on exporting 

^Conclusion. Despite these weakness, direct controls have helped in allocating 

scarce resources to a considerable extent in India. The mam problem has been 
no, one "Teir success bu, of their extension and rigid appheat,on to a,mo^ 
every sphere of economic activity. The Indian economy is said to sufTer Irom 

the crisis of controls. No doubt, controls are ' 5 7 , ' a ' l 7 P ' a ; D ; o d ' C S 3 n ° T 7 e 

but in India they have been carried so far as to hinder planned P r °S' s *' 

success of the policy of physical controls for economic development depends 

upon a judicious combination of the various control measures along with 

p . J i mp^i.res As soon as they fulfil the task of allocating 
monetary and fiscal measures, as sown « * / T .. aT .j 

scarce resources and removing scarcities physical controls should be relaxed. 
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Chapter 53 

INPUT-OUTPUT ANALYSIS 


INTRODUCTION 

I NPUT-OUTPUT is a novel technique invented by Professor Wassily W. 

Leontief in 1951. It is used to analyse inter-industry relationship in order to 
understand the inter-dependencies and complexities of the economy and thus the 
conditions for maintaining equilibrium between supply and demand. It is also 
known as “inter-industry analysis.” 

Before analysing the input-output method, let us understand the meaning of 
the terms, “input” and “output”. According to Professor J.R. Hicks, an input is 
“something which is bought for the enterprise” while an output is “something 
which is sold by it.” An input is obtained but an output is produced. Thus 
input represents the expenditure of the firm, and output its receipts. The sum of 
the money values of inputs in the total cost of a firm and the sum of the money 
values of the output is its total revenue. 

The input-output analysis tells us that there are industrial inter-relationships 
and inter dependencies in the economic system as a whole. The inputs of one 
industry are the outputs of another industry and vice versa, so that ultimately 
their mutual relationships lead to equilibrium between supply and demand in the 
economy as a whole. Coal is an input for steel industry and steel is an input for 
coal industry, though both arc the outputs of their respective industries. A 
major part of economic activity consists in producing intermediate goods 
(inputs) for further use in producing final goods (outputs). There are flows of 
goods in “whirlpools and cross currents” between different industries. The 
supply side consists of large inter-industry flows of intermediate products and the 
demand side of the final goods. In essence, the input-output analysis implies 
that in equilibrium, the money value of aggregate output of the whole economy 
must equal the sum of the money values of inter-industry inputs and the sum of 
the money values of inter-industry outputs. 

Main Features 

The input-output analysis is the finest variant of general equilibrium. As such,, 
it has three main elements: First, the input-output analysis concentrates on an 
economy which is in equilibrium. It is not applicable to partial equilibrium 
analysis. Secondly, it does not concern itself with the demand analysis. It deals- 
exclusively with technical problems of production. Lastly , it is based on empiri¬ 
cal investigation; 

Assumptions 

This analysis is based on the following assumptions: 
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(/) The whole economy is divided into two sectors—“inter-industry sectors 
and “final-demand sectors,” both being capable of sub sectoral division. 

(jj) The total output of any inter-industry sector is generally capable o( being 
used as inputs by other inter-industry sectors, by itself and by final demand 

(//,) No two products are produced jointly. Each industry produces only one 
homogeneous product. 

(/v) Prices, consumer demands and factor supplies are given. 

(v) There are constant return to scale. 

(yl) There are no external economies and diseconomies of production. 

(v/j) The combinations of inputs are employed in rigidly fixed proportions. 
The inputs remain in constant proportion to the level of output. It implies that 
there is no substitution between different materials and no technological pro¬ 
gress. There are fixed input coefficients of production. 

The input-output analysis consists of two parts: the construction of the input- 
output table and the use of input-output model. 

THE USE OF INPUT-OUTPUT.MODEL IN PLANNING 

The input-output table relates to the economy as a whole in a particular year. 
It shows the values of the flows of goods and services between different produc¬ 
tive sectors especially inter-industry flows. 

For understanding, a three-sector economy is taken in which there arc two 
inter-industry sectors, agriculture and industry, and one final demand sector. 
Table 53.1 provides a simplified picture of such economy. 

Table 53.1 Input-Output Table 

(in Value Terms) (Rs crores) 


PURCHASING SECTORS 



/ 

2 

3 

Total Output 

Sectors 

Inputs to 
Agriculture 

Inputs to 
Industry 

Final 

Demand 

or 

Total Revenue 

g Agriculture 

50 

150 

100 

300 

S Industry 

Value added* 

100 

250 

150 

500 

150 

100 

0 

250 

Total input 

N or 

uj Total cost 
<o 

300 

500 

250 

1050 


•Value added refers to payments to the factors of production. 


In this table, the total output of the industrial, agricultural and household 
sectors is set in rows (to be read horizontally) and has been divided into the 
agricultural, industrial and final demand sectors. The inputs of these sectors are 
set in columns. The first row total shows that altogether the agricultural output 
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is valued at Rs 300 crores per year. Of this total, Rs 100 crores go . dir « ct, y 
final consumption, that is, household and government, as shown in the third 
column of the first row. The remaining output from agriculture goes as inputs; 
50 to itself and 150 to industry. Similarly the second row shows the distribution 
of total output of the industrial sector valued at Rs 500 crores per year. 
Calumns 1, 2 and 3 show that 100 units of manufactured goods go as inputs to 
agriculture, 250 to industry itself and 150 for final consumption to the household 

SC Let^us take the columns (to be read downwards). The first column describes 
the input or cost structure of agricultural industry. Agricultural output valued 
at Rs 300 crores is produced with the use of agricultural goods worth Rs 50, 
manufactured goods worth Rs 100 and labour or/and management services 
valued at Rs 150. To put it differently, it costs Rs 300 crores to get a revenue ot 
Rs 300 crores from the agricultural sector. Similarly, the second column explains 
the input structure of the industrial sector (/.e., 150-f-250-f 100=500). Thus “a 
column gives one point on the production function of the corresponding indus¬ 
try.*’ The ‘final demand* column shows what is available for consumption and 
government expenditure. The third row corresponding to this column has been 
shown as zero. This means that the household sector is simply a spending 
(consuming) sector that does not sell anything to itself. In other words, labour is 
not directly consumed. 

There arc two types of relationships which indicate and determine the manner 
in which an economy behaves and assumes a certain pattern of flows of resour¬ 
ces. They are: (a) the internal stability or balance of each sector of the economy, 
and ( b) the external stability of each sector or inter-sectoral relationships. 
Professor Leontief calls them the “fundamental relationship of balance and 
structure.** When expressed mathematically they are known as the “balance 
equations'* and the “structural equations.” 

If the total output of say X t of the it h industry be divided into various number 
of industries 1, 2, 3, n, then we have the balance equation: 

4*^«34‘ • • • Xin+ Di • • • (I) 

and if the amount say Y t absorbed by the “outside sector” is also taken into 
consideration, then the balance equation of the ith industry becomes 

Ar,=x,i+x; 2 +x l3 + • • • x* n +D.+ r t 

n 

or 2 xi]+Y=X t ...(2) 

J=i 

It is to be noted that Y t stands for the sum of the flows of the products of the 
ith industry, to consumption, investment and exports, net of imports, etc. It is 
also called the “final bill of goods” which it is the function of the output to fill. 
The balarce equation shows the conditions of equilibrium between demand and 
supply. It shows the flows of outputs and inputs to and from one industry to 
other industries and vice versa. 

Since x<2 stands for the amount absorbed by industry 2 of the ith industry it 
follows that xij stands for the amount absorbed by the jlh industry of /th 
industry. The “technical coefficient” or “input coefficient” of the ith industry is 
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denoted by: 


a\j= 


xji 

Xj 


...(3) 


where xij is the flow from industry i to industry;, Xj is the total output of 
industry j and aij, as already noted above, is a constant called technical coeffi¬ 
cient" or "flow coefficient" in the tth industry. The technical coefficient shows 
the number of units of one industry’s output that are required to produce one 
unit of another industry’s output. Equation (3) is called a -structural equation. 

The structural equation tells us that the output of one industry is absorbed by 

all industries so that the flow-structure of the entire economy is revealed. A 

number of structural equations give a summary description of the economy s 

existing technological conditions. . ., 

The matrix of technical coefficient of production for any mput-output.table 
with n sictors would consist of nXn elements. There being two sec '° rs °“ r 

example, 2X2 technical coefficients of the matrix would be arranged symbol.- 

cally as follows: 



Using equation (3) to calculate the a] for our example of the two-sector 
input-output Table 53.1, we get the following technology matrix. 


Table 53.3. Technology Coefficient Matrix A 



These input coefficients have been arrived at by dividing each item in the first 
column of Table 53.1 by first row total, and each item in the second column by 
the second row, and so on. Each column of the technological matrix reveals now 
much agricultural and industrial sectors require from each other to produce a 

rupee’s worth of output. The first column shows that a rupee’s worth oi agri¬ 
cultural output requires inputs worth 33 paise from industries and worth 17 

paise from agriculture itself. .... . n- 

The table can be utilised to measure the direct and indirect effects on the 
entire economy of any sectoral change in total output of final demand. 

Again using equation (3) 

Cross multiplying, xif^aij. X, 
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By substituting the value of xij into equation (2) add transposing terms, we 
obtain the basic input-output system of equations 


x<- 2 aij xj= Yi 


»=i 

In terms of our two-sector economy, there would be two linear equations that 
could be written symbolically as follows: 

■*1—*11*1“ *12*2= Y l 
-*2 _<7 21 X l— fl 22 x 2= yl 
Its numerical representation is: 

300—.17(300)—.30(500)= 100 
500—.33(300)—.50(500)= 150 

The above symbolic relationship can be shown in matrix form: 

X—[A]X= Y 
X[I-A]=Y 

where matrix (l—A) is known as the Leontief Matrix 

a-Ay 1 (r-A)x^(i-Ay 1 Y 

X-V-Ay 1 Hv /-(/—4)- 1 (l-A)) 

and /, the identity matrix 


Our technology matrix as per Table 53.3 is 


r •' - 3 i 

A= and ] 

L -3 .Sj 

-[-ri] 


“100 “ 
. 150 . 


The value of inverse- A jL°. int - = 

Determinant { A { 


[AU ] 


\5 .3“ 
..3 -9. 


By transposi 


“.5 .3" 

ing, Aij= 

r L -3 .9. 


The value of determinant=.9(.5) — (— .3)(— .3) 

= .45—.09=. 36 


Hence 


~ X\ “1 , r.5 .3“] r 100“ 

_x 2 j • 36 L-3 -9 J L I50_ 


o 



INPUT-OUTPUT ANALYSIS 461 


The total output of agriculture sector (x x ) 

.5x1004--3x150 ^ 

.36 

The total output of industrial sector (Xo) 

.3X1004-.9X150 _ 

° .36 . 

THE DYNAMIC INPUT-OUTPUT MODEL 

So far we have studied an open static model. “The model becomes Dynamic 
when it is colsed by the liuking of the investment part of the “final bill of 
goods” to output.”^ The dynamic input-output model extends the concept of 
inter-sectoral balancing at a given point of time to that of inter-sectoral balanc¬ 
ing over time. The necessarily involves the concept of durable capital. 

The Leontief dynamic input-output model is a generalization of the static 
model and is based on the same assumptions. In a dynamic model, the output of 
a given period is supposed to go into stocks capital goods, and the stocks, in 
turn, are distributed among industries. The balance equation is: 

Xi (0=x (1 (0+x l2 (f)x l3 (/)... * 4n (0+(S' rt 4-S' l2 + s 'i2 + • * * S .’<J + 

4- Y<(f) •*\ W 

Here X t (i) represents the total flow of output of ith industry in period f, which 
is used for three purposes: (/) for production in the economy’s n industries 
Xiiit), x <2 (0, etc., in that period; (/i) as net addition to the stock of capital goods 
in n industries / *., S' t which can also be written as AS<(0 = S t (t+\) - 5 ,(0. 
where SXt) indicates the accumulated stock of capital in the current period (r), 
and S (f+/) is next year’s stock; and (i/i) as consumption demand for the next 
periodD^f+l). If we ignore depreciation and wear-tear, then (S/f 4-!)-$<(') ,s 
the net addition to capital stock out of current production. Equation (4) can 
therefore, be written as: 

Af/(0=x (1 4-x, 2 +x l3 + ... x ln +Si(f 4-1)—$<(04 -Dffl + YAO 

YXt) stands for the amount absorbed by the outside sector in period r. 

Just as the technical co-efficient was derived in the case of the static model 
the capital co efficient can be found out in a similar manner. Capital co-efficient 
of the /th product used by theyth industry is denoted by 

f 

Cross multiplying we have Sij=bij. Xj • • • (p 

where SiJ represents the amount of capital stock of the ith product used by the 
/th industry. Xj is total output of industry and bij is a constant called capital 
coefficient or stock co-efficient. Equation (5) is known as the structual equation 
in a dynamic model. 

If the bij co-efficient is zero, it means that no stock is required by an industry 
and the dynamic model becomes a static model. Moreover, bij can mether be 


*J. Sandee, A Demonstration Planning Model for India. 
•Ajit K. Dasgupta, op. clt., p. 75. 
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negative nor infinite. If the capital co-efficient is negative, the input is in fact an 
output of an industry. 


Limitations of Input-Output Analysis 

The input-output analysis has its shortcomings. Its frame work rests on 
Lenotief’s basic assumption of constancy of input co-efficient of production 
which was split up above as constant returns to scale and technique of produc¬ 
tion. The assumption of constant returns to scale holds good in a stationary eco¬ 
nomy, while that of constant technique of production in stationary technology. 
These assumptions sacrifice reality. They do not treat the inter-industry analysis 
dynamically even in the so called “dynamic model.*’ It tells us nothing as to how 
technical co-efficients would change with changed conditions. Again, some in¬ 
dustries may have identical capital structures, some may have heavy capital 
requirements while others may use no capital. Such variations in the use of tech¬ 
niques of production make the assumption of constant co-efficients of produc¬ 
tion unrealistic. 

Again, this assumption of fixed co-efficients of production ignores the possi¬ 
bility of factor substitution. There is always the possibility of some substitutions 
even in a short period, while substitution possibilities are likely to be relatively 
greater over a longer period. 

The assumption of linear equations, which relates outputs of one industry to 
inputs of others, appears to be unrealistic. Since factors are mostly indivisible, 
increases in outputs do not always proportionate increases in inputs. 

Moreover, the rigidity of the input-output model cannot reflect such pheno¬ 
mena as bottlenecks, increasing costs, etc. 

The input-output model is severely simplified and restricted as it lays exclusive 
emphasis on the production side for the economy. It does not tell us why the 
inputs and outputs are of a particular pattern in the economy. 

Another difficulty arises in the case of “final demand'’ or “bill of goods.” In 
this model, the purchases by the government and consumers are taken as given 
and treated as a specific bill of goods. Final demand is regarded as an indepen¬ 
dent variable. It might, therefore, fail to utilize all the factors proportionately or 
need more than their available supply. Assuming constancy of co-efficiency of 
production, the analysis is not in a position to solve this difficulty. 

There is no mechanism for price adjustment in the input-output analysis 
which makes it unrealistic. “The analysis of cost-price relations proceeds on the 
assumption that each industrial sector adjusts the price of its output by just 
enough to cover the change in the case of its primary and intermediate output.” 
The dynamic input-output analysis involves certain conceptual difficulties. First , 
the use of capital in production necessarily leads to stream of output at different 
points of time being jointly produced. But the input-output rules out joint pro¬ 
duction. Second, it cannot be taken for investment and output will necessarily 
be non-negetive.” 3 

The input-output model thrives on equations that cannot be easily arrived at. 
The first thing is to ascertain the pattern of equations, then to find out the neces¬ 
sary voluminous data. Equations pre-suppose the knowledge of higher mathe- 


»/&/</., p. 76. 
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matics and correct data are not so easy to ascertain. This makes the input-out- 

out model abstract and difficult. . 

In the above analysis, we have presented a highly simplified model of input- 
output analysis. To be useful for planning purposes, the input-output table should 
be divided into thirty or more industries or sectors. In many underdeveloped 
countries reliable data needed to construct a large input-output table are not 
easily available. In smaller countries only a few industries or sectors exist and 
the input-output table is of little use. A number of cells in it are shown as zero. 
Moreover, in case of the subsistence agricultural sector labour is the only input, 
and output sold in the market sector is insignificant, while commercial crops are 
sold to the consumption sector. The input-output table is useless in such econo¬ 
mies. Thus for the input-output analysis to be useful for an underdeveloped 
country, it is essential that it must be large economy where the number of indus¬ 
tries or sectors is quite large for substantial interindustry transactions to take 

place and for reliable statistical information to be available. But all these condi¬ 
tions are not met in the majority of underdeveloped countries which limit the 
use of input-output analysis as a technique in development planning. 

Use of Input-Output Technique in Planning 

The knowledge of both the fundamental relationships of “flow coefficient* 
of the state model and of “capital coefficients” of the dynamic model is required 
for the development plans. The input-output table tells us about the inter-rela- 

tionships between various sectors and the structural relationships within each 
sector. On the basis of this information, the planning authority can determine 

the effect of a change in one sector on all other sectors of the economy and thus 

Pl WiUi the hefp^of the static analysis “flow coefficients" of each industry can 
be calculated and known during a given period of time. But in an economy fast 
moving towards economic development, the flow structure of the economy does 
not remain stable. Again, a static model takes the capital structure of the eco¬ 
nomy as given. In fact, the capital requirements of the economy change with 
economic development. It is only “when we properly harmonize the capita 
structure with the flow structure that we get a comprehensive input-output 
system which is very useful for dynamic analysis in connection with planning. 
Given the basic conditions and also time period (say five years) one can calculate 
the flow coefficients and the capital coefficients of an economy. In addition to al 
this if the time shape of the final demand is also known, one could find out defi¬ 
nitely (by solving a system of linear non-homogeneous differential equations) 
what should be the consistent and optimum levels of output of vanous industries 

^The input-output technique with its basic assumption of constant “technical 
coefficient" is of much help to a planning authority in an underdeveloped coun¬ 
try. A linear homogeneous input-output model fits in an underdeveloped eco¬ 
nomy where reliable statistical data about technical coefficients are not easily 
available. By assuming constant “flow" and “capital coefficients" the need tor 
collecting and computing vast statistical data is greatly reduced. Since inputs 


«A. Ghosh, New Horizons In Planning, p. 16. 



464 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

are considered proportional to outputs, this technique is certainly of immense 
help in determining the amount of inter-industry flows of goods and services in 
an underdeveloped country. 

The system of balance equations in the input-output analysis presents the 
conditions of internal consistency of the plan. The plan would not be feasible 
without them because if these equations are not statisfied, there might be excess 
of some goods and deficiency of others. 

“From the planning point of view, the dynamic input-output model has much 
appeal; it helps in identifying a moving equilibrium of outputs. Investment is 
specified of a disaggregated level in terms of specific investment goods and is 
treated endogenously. The planner is helped to see more clearly the implications 
of raising the level of investment in a particular sector, given the requirements 
of inter-scctoral balancing/'^ 

The input-output analysis is also used for national economic planning. The 
static and dynamic models can be applied in preparing the ‘Plan-frame’ in un¬ 
derdeveloped economies. The input-output model provides the necessary infor¬ 
mation about the structural coefficients of the various sectors of the economy 
during a period of time or at a point of time which can be utilized for the opti¬ 
mum allocation of the economy’s resources towards a desired end. 

A United Nations study lists the following uses of input-output models in 
development programming : 

“(0 They provide for individual branches of the economy’s estimates of 
production and import levels that are consistent with each other and with the 
estimates of final demand. 

“(//) The solution to the model aids in the allocation of the investment requir¬ 
ed to achieve the production levels in the programme and it provides a more 
accurate test of the adequacy of available investment resources. 

“(///) The requirements for skilled labour can be evaluated in the same way. 

“(/»•) The analysis of import requirements and substitution possibilities is faci¬ 
litated by the knowledge of the use of domestic and imported materials in diffe¬ 
rent branches of the economy. 

“(»•) In adition to direct requirements of capital, labour and imports, the 
indirect requirements in other sectors of the economy can also be estimated. 

“(vi) Regional input-output models can also be constructed for planning pur¬ 
poses to explore the implications of development programmes for the particular 
region concerned, as well as for the economy as a whole.” 

It concludes that these models “are primarily applicable in economies that 
have achieved a certain degree of industrial development and hence have a subs¬ 
tantial volume of inter-industry transactions.” They are applicable to economies 
having a per capita national income of 150 dollars or more or having at least 13 
per cent of the gross national product originating in industry.e 


•Ajit K. Dasgupia, op. cir., p. 75. 

•Use of Models in programming, UN Department of Economics & Social Affairs, Indus¬ 
trialization and Productivity. 



PLANNING TECHNIQUES—II 


Chapter 54 

LINEAR PROGRAMMING 


T INEAR Programming is a mathematical device devetoped hy the mathema 
L tician George DanUig in 1947 for plann.ng the divers,fi d a e uv.tes c the 
US Air Force connected with the problem of supplies to the. f °^ h ^' f „ rlher 
mathematical programming, also known as activity analysis, has been fur ' 
developed in its application to the economic theory of the 6rm, manageria 
nomics and finally to development planning. 

M I? “^mathematical technique for the analysis of opti mum tension*. subjec t 

to certain constraints in the form of linear inequalities. Mathematically speak 

ing, it applies to those problems which require the solution of “ 

minimisation problems subject to a system of linear inequalities; stated ml:enns 
of certain variables. The problems of maximisation and m.mm.sanon are aiso 
called optimisation problems. If * and y. the two variable,i are tbi'*»«•<»<* 
z the value ofz is maximised when any movement from that point result a 
decreased value of z. The value of z is minimised when even a 
results in an increased value ofz. When cost and price per unit change with the 
size of output, the problem is non-linear and if they do not change with outp , 
the problem is linear. Linear programming may thus be defined as a methodto 
decide the optimum combination of factors to produce a given output or he 
optimum combination of products to be produced by given plan and equip¬ 
ment. It is also used to decide between a variety of techniques to produce a 
commodity. The technique involved in a linear programming is similar to the 
one adopted in input-output analysis for the industry. 

Conditions and Generalisations 

The application of linear programming (LP) technique to any prob cm rests on 
certain conditions and generalisations. Firs,, there is a definite objective. I may 
be the maximisation of profits or national income or employment or the minim - 
sation of costs. It is known as the objective function or the criterion function If 
a quantity is maximised, its negative quantity is minimised. Every maximisation 
problem has its dual problem, that of minimisation. The original problem is the 
primal problem which always has its dual. If the primal problem pertains to 
maximisation, the dual involves minimisation and vice versa. ... . 

Secondly, there should be alternative production processes for achieving the 
objective. The concept of process or activity is the most important m linear 
programming. A process is a ‘specific method of performing an economic task. 
It is ‘some physical operation, e.g., consuming something, storing something, 
selling something, throwing something away, as well as manufacturing some- 
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thing in a particular manner.* The LP technique enables the planning authority 
to choose the most efficient and economical process in attaining the objective. 

Thirdly , there must be certain constraints or restraints of the problem. They 
are the limitations or restrictions pertaining to certain conditions of the problem, 
as to what cannot be done and what has to be done. They are also known as 
inequalities. They may be limitations of resources such as land, labour or capital. 

Fourthly, there are the choice variables, the various productive processes or 
activities so as to maximise or minimise the objective function and to satisfy all 
the restraints. 

Lastly, there are the feasible and optimal solutions. Given the income of the 
consumer and the prices of goods, feasible solutions are all possible combina¬ 
tions of the goods he can feasibly buy. Feasible solutions of two goods for the 
consumer are all combinations that lie on and to the left of the budget line. 
Whereas, on an isocost line, they are the combinations that lie on and to the 
right of it. We may put it differently that a feasible solution is one which satisfies 
all the restraints. The optimal solution is the best of the feasible solutions. If a 
feasible solution maximises or minimises the objective function, it is an optimal 
solution. The best available procedure for finding out the optimal solution out 
of the possible feasible solutions is the simplex method. It is a highly methema- 
tical and technical method involved in linear programmming. However, the 
main aim of linear programming is to find out optimal solutions and study their 
characteristics. 

Assumptions 

The linear programming analysis is based upon the following assumptions: 

(/) The decision-making body is faced with certain constraints or resource 
restrictions. They may be credit, raw material and space constraints on its acti¬ 
vities. The type of constraints in fact depend upon the nature of problem. 
Mostly, they are fixed factors in the production process. 

(//) It assumes a limited number of alternative production processes. 

(///) It assumes linear relations among the different variables which implies 
constant proportionality between inputs and outputs within a process. 

(iv) Input-output prices and coefficients are given and constant. They are 
known with certainty. 

(v) The assumption of additivity also underlies linear programming techni¬ 
ques which means that the total resources used by all firms must equal the sum 
of resources used by each individual firm. 

(v/) The LP technique assumes continuity and divisibility in products and 
factors. 

(vii) Institutional factors are also assumed to be constant. 

Lastly, for programming a certain period is assumed. For convenience and 
more accurate results, the period is generally short, through longer periods are 
not ruled out. 

Programming Technique—Its Application in Planning 

In plan formulation, the planners have to decide whether to use labour-inten¬ 
sive or capital-intensive technique of production, depending on its outlay. They 
will choose that technique which maximises output. 
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inputs, its objective is l ? ® **1™*?* d [ (labo ur-intensive). The constraint is a 

are applicable. The problem .s explained in term F g- units of 
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tion at any point outside this area. 

The original solution can be found out by taking an isoprofit line within the 
feasibility zone. As isoprofit line represents all combinations of X and Y which 
yield the same profit to the firm. The optimal solution lies on the highest 

isoprofit line EF in the .polygon OATSRB. 
This is point S. Any point other than S 
lies outside the zone of feasible production. 

Every linear programming maximisation 
problem has its dual problem, that of mini¬ 
misation. The original problem is known 
as the primal problem, which always has 
its dual. If the primal problem pertains to 
maximisation, the dual involves minimi¬ 
sation, and vice versa. 

Now we take another planning problem. 
Suppose the planners undertake a project 
FIG. 54.2 which aims at minimisation of costs. Two 

types of goods Xj and X 2 are to be pro¬ 
duced. Let the planners attach weights of 3 and 8 to units of these goods. Let 
there be 2 units of resource X\ and 6 units of resource X%. Let the production 
of 1 unit of X x use 1 unit of input C\ and 2 units of input C 2 . Similarly, let the 
production of X 2 use 2 units of C\ and 8 units of C 2 . The problem can now be 
set in the linear programming form as: 

Maximise 3AT 1 + 8 A ' 2 ( R , i.e. t revenue) 

Subject to the constraints 

X^2X 2< 2 

and 2 A' 1 + 8 AT 2 <6 

and none of these quantities is negative. The optimal solution is X x =2 t X& = 1 
and R =7 ‘ 

The dual problem is: 

Let P 1 be the imputed price of X\ and P, be the imputed price of X 2 . 
Minimise 2/ > 1 — 6P 2 (C, i.e., cost) 

Subject to the constraints * 

i , i + 2P 2 >3 

and 2/ > 1 + 8 J > 2>8 

and that none of these prices is negative. The optimal solution is: 

7 * 1=11 P 2 =i and C=7. 

These are the shadow or dual prices. But as all values have been imputed to 
the two resources, the maximum value of the objective function C must equal 
R. Hence C=R = 7. 

Graphically line AB represents P x -f 2 P 2 = 3 and line CD represents 
27*! + 8 P 2 = 8 . The feasible solutions lie on or above the thick line AZD in 
figure 54.3. The optimal solution is at point Z where the isocost (dotted line) 
RK passes through the point of intersection of AB and CD. 
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So projects and techniques which are too uneconomical to implement are not 
undertaken. By assuming certain constraints, linear programming as a tool of 
development planning is superior to the input-output technique. In underdeve¬ 
loped countries, the planning agencies are faced with such constraints as the 
lack of sufficient capital and machinery, growing populations, etc. Resources 
exist that cannot be used properly for want of the cooperant factors. Linear 
programming takes due note of these constraints and helps in evolving an 
optimum plan for attaining the objectives within a specified period of time. Thus 
the LP technique has been used for constructing theoretical multisector planning 
models for countries like India. Such models extend the cousistency models of 
the input output type to optimization of income or employment or any other 
quantifiable plan objective under the constraints of limited resources and 
technological conditions of production. 

In practice, however, the LP technique is being used in solving a limited 
number of economic problems in developing countries. This is due to the lack of 
proper personnel for working out mathematical equations and for operating 
highly mechnical computors. Mostly the LP technique has been found to be 
extremely useful for sectoral planning in developing countries, for example, in 
selecting optimum alternatives in respect of location and technologies in indus¬ 
tries, transport, and power or in farm management. For example, this technique 
is being used in farm management for determining the optimum combination of 
different crops, livestock and crops. The objective function used in such studies 
is either the minimisation of costs or the maximisation of income. The cons¬ 
traints arc set by pre-determined levels of demand or the availability of resources 
such as raw materials or capacity. Besides, this technique is being used for the 
solution of diet problem where the aim is to minimise costs, given the values of 
minimum nutrients of the diet and the prices of products as constraints. It is 
also with the LP technique that the transport problem is being solved by the 
railways, airways and transport companies with regard to the selection of routes, 
transportation of goods, allocation of the means of transport (/.*., railway 
wagons, aircrafts, trucks etc. depending on the type of transport under study). 
Again, this technique is used to assign jobs to the work force for maximum 
effectiveness and optimum results subject to constraints of wages and other 
costs. Similarly, purchasing, assembling, production and marketing problems 
are being solved through the LP technique in order to minimise costs and 
maximise profits, given the various constraints in the case of each problem. 
However, for an extensive use of this technique for development planning, deve¬ 
loping economics will have to depend upon larger resources of trained person¬ 
nel, and finance. 


t 
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Chapter 55 

THE CONCEPT OF CAPITAL-OUTPUT RATIO 

MEANING 

T HE concept of capital-output ratio (or capital coefficient) expresses the rela¬ 
tionship between the value of capital investment and the value of output. It 
refers to the amount of capital required in order to produce a unit of output. 
When the capital-output ratio in the economy is said to be 5 : 1, it implies that 
a capital investment of Rs 5 crores is essential to secure an output (income) 
worth Rs 1 crore. It may thus be defined as “a given relationship between the 
investments that are to be made and the annual income resulting from these 
investments.** The capital-output ratio is of two types: the average capital out¬ 
put ratio and the marginal or the incremental capital-output ratio. The average 
capital-output ratio indicates the relationship between the exising stock of 
capital and the resultant flow of current output. The incremental capital-output 
ratio (ICOR) expresses the relationship between the amount of increase in out¬ 
put (income) A resulting from a given increase in stock of capital, &K. This 
can be indicated as A*/A Y- 1° other words, -the average capital-output ratio 

refers to everything that has 
been invested in the past 
and to the whole income. 
The marginal ratio refers to 
all that has been added in a 
recent period to the capital 
or income.” 1 The former is 
a static concept, while the 
latter is a dynamic one. The 
term capital-output ratio as 
used in economics relates to 
the incremental or marginal 
capital-output ratio. This 
ratio normally ranges bet¬ 
ween 3 to 4 and retates to a 
period of time. Since it has 
FIG. 55.1 a time dimension, it is ex¬ 

pressed as “recoupment period” in the communist countries. 

The average capital-output ratio and the ICOR are shown in Fig. 55.1 where 
output is taken on the horizonal axis and capital on the vertical axis. The 
average capital-output ratio is measured by the slope of a line from the origin 



'J. Tinbergen, Development Planning, p. 79. 
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to the function relating capital to total output. In our figure OKF is such a 
function and OR is the ray that passes through it at point K so that the ACOR 
is KYIOY. The ICOR is measured by the slope of a tangent drawn to the func¬ 
tion at point K. Thus the ICOR is EDIKD (=A *7 A Y). 

The concept of capital-output ratio is applicable not only to an economy but 
also to its different sectors. There are different capital-out put ratios for different 
sectors of the economy depending on the techniques (capital-intensive or labour- 
intensive) used by them. In a sector using capital-intensive techniques the 
capital-output ratio would be high and in an other sector using labour-intensive 
techniques the capital-output ratio would be low. Transport, communications, 
public utilities, housing and capital goods industries have very high sectoral 
capital-output ratios. While capital-output ratios in the agricultural sector, 
manufactured consumers* goods industries and service industries arc generally 
low. The overall capital-output ratio for a country is the average of the sectorial 

ones. 2 

Capital-Output Ratio in Underdeveloped Economies 

Various estimates have been made of capital-output ratios in underdeveloped 
economies. A group of experts appoiuted by the United Nations used a ratio 
ranging from 2 : 1 to 5 : 1; Kurihara has assumed a ratio for majority of under¬ 
developed countries in the order of 5 : 1; Singer in his model for economic deve¬ 
lopment assumes a ratio 6 : 1 in the non-agricultural sectors and 4 :1 in the 
agricultural sector and on an average takes a ratio of 5 : 1; Rosenstien-Rodan 
estimates that the ratio is at least 3 : 1 and 4 : l; 3 while Lewis regards this ratio 
to lie between 3 : 1 and 4: l.« According to H.K. Manmohan Singh, in 

developed countries the range of capital-output ratio is believed to lie between 

2.9 : 1 and 4:1, and underdeveloped countries this ratio may be supposed to lie 
between 1.5 : 1 and 2 : l. 6 In India the ICOR on an average works out to 2.4 
for the three plan periods. 8 

Factors Determining Capital-Output Ratio 

The size of the capital-output ratio in an economy depends not only on the 
amount of capital employed but also on a number of other factors such as, the 
degree and nature of technological advance, the efficiency in handling new types 
of capital equipment, the quality of managerial and organizational skill, the 
composition of investment, the pattern of demand, the relation of factor prices, 
the extent of the utilization of social and economic overheads and the impact of 
industrialization, education and foreign trade on the economy. Let us examine 
these factors in detail. 

Availability of Natural Resources. First , capital-output ratio depends on 
the availability of natural resources. A country with abundant natural resources 
has a low capital-output ratio, for it can substitute natural resources for capital. 
For example, Norway is a country which has a very high capital-output ratio 

•VV.B. Reddaway, “The Capital-output Ratio", Indian Economic Review, February 1960. 

•Meier and Baldwin, op. cit., p. 340. 

•Lewis, op. cit., p 201. 

‘H.K.M. Singh, Demand Theory and Economic Calculation in a Mixed Economy, p. 83. 

•Government of India, Planning Commission. Pourth Five Year Plan, 19*9-74. 
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because she is not endowed with natural resources. 

Growth of Population. Hagen points out that in industrial countries with a 
rapidly growing population, the capital-output ratio tends to be low. For popu¬ 
lation growth leads to substantial capital saving in social ovetheads. Further, 
population growth absolves an economy from the consequences of errors in 
investments and 'new investment does not so gravely cause old investments to 
obsolesce.’ In the case of an agricultural country, however, population growth 
has an adverse effect on the capital-output ratio. If a growth population is absor¬ 
bed on the cultivable land existing in abundance then not much of capital is re¬ 
quired per unit of output, on the assumption that people work with simple tools 
and implements and no extra public utility services are required. But if the 
increase in population is concentrated in the towns, more capital will be required 
to meet its requirements on more houses, power, water, schools, consumption 
goods etc. 

Amount of Capital Employed. The amount of capital employed id a 

country is an important factor in determining ihe capital-output ratio. Given 
the average life of capital, the capital-output ratio is determined by the pro¬ 
portion of national income invested annually. So it is not surprising, writes Pro¬ 
fessor Lewis that countries which invest much the same proportion of national 
income have much the same capital-output ratio.’ 

Degree and Nature of Technological Advance. If technical progress is 

accelerated due to a major innovation, the capital-output ratio will tend to rise. 
The nature of technological advance refers to capital-intensive and labour- 
intensive innovations. If technological advances are capital-intensive in 
. character, the capital output ratio will tend to rise. On the other hand, if 
technological inventions are labour-intensive in nature, the capital-output ratio 
will tend to fall. 

Rate of Investment. Capital-output ratio also depends upon the rate of 
investment. The higher the rate of new investment, the higher is the capital- 
output ratio. A country which doubles its capital in ten years will have a higher 
output per unit of capital than a country which doubles it in twenty years. This 
is because new investment and new technology go together. The technology of 
the last ten years is embodied in half the capital in the first case, but only in 
perhaps a third of the capital in the second case.® 

Efficiency with which New Type of Equipment is Handled. But a low 
level of efficiency in handling new capital equipment would lead to waste and as 
a result the capital-output ratio would be high and vice versa. 

Composition of Investment. The pattern of investment in an economy 
depends upon the policy of the government. If the government plans a heavy 

expenditure on public works and public utilities like railways, power, schools, 
etc., the capital-output ratio would be high. It would al o be high in the case of 
the development of basic and heavy industries. But the capital-output ratio 
would be low if the pattern of investment is inclined more towards the develop¬ 
ment of agriculture and cottage industries which are labour-intensive. 

Quality of Managerial and Organizational SkUl. A country in which 


'Op. ell., p. 202. 

•W.A, Lewis, Development Planning , 1966. 
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the quantity and quality of managerial and organizational skill is high, the 
capital*output ratio will be low. For it is in a better position to use its capital 
equipment and other productive resources to the fullest extent and thus a larger 
output can be had with the existing capital. Contrariwise, if the quantity and 
quality of entrepreneurship is low, the capital-output ratio will be high. 

Pattern of Demand. The pattern of demand also influences the capital- 
output ratio. Given the prices and incomes in a perfectly competitive economy, 
changes in tastes and preferences of the consumers may change the pattern of 
demand through time. This may, in turn, have important effects on the demand 
for capital and on the capital-output ratio. For example, the demand for 
synthetic materials and products like terylene, nylon, etc., has led to the 
establishment of plants for their manufacture thereby raising capital-output 
ratio. 

Relation of Factor Prices. A change in factor prices (i.e., wages, interest, 
rent, etc.) affects the capital-output ratio to the extent capital can be substituted 
for other factors of production. Changes in the rate of interest or wages may 
affect the demand for capital, thereby affecting the capital-output ratio. A 
reduction in the rate of interest, other factor prices remaining constant, is likely 
to increase investment demand for capital and thus raise the capital-output 
ratio. Similarly a rise in the wage level, other things remaining the same, may 
raise the capital-output ratio if there is a possibility of capital being substituted 
for labour. 

Employment Policy. Capital-output ratio further depends on employment 
policy. In an overpopulated country like India where unemployment exists on a 
mass scale, the policy of the State to provide immediate relief to the unemployed 
will lead to capital investments on roads, water works, land reclamation, 
hospitals, schools, houses, and other public works. But if the government policy 
is towards absorbing the unemployed in large industries especially in manufac¬ 
turing industries, the capital-output ratio would be smaller. But less of capital 
and labour will be employed in such industries as compared to the public works. 

Industrialization. Industrialization tends to raise the capital-output ratio. 
Industrialization leads to urbanization. Urbanization involves the movement 
of workers from the rural areas to the towns which necessitates larger investment 
in house building industry, as a result the capital-output ratio is pushed up. 

spread of Education. With the spread of literacy and education, efficiency 
increases which tends to make a better use of capital equipment whereby the 
capital-output ratio falls and vice versa. 

Use of Social and Economic Overheads. In the early stages of economic 
development there is a tendency to invest more in social and economic 
overheads which take a long time to fructify, meanwhile the capital-output 
ratio tends to be high. But with the passage of time, fuller utilization of social 
and economic overheads creates external economies and leads to increasing 
returns. This further leads to the fullest utilization of existing capital equipment 
thereby increasing the output. Thus the capital-output ratio is damped. 

Impact of Export and Import. In order to earn more foreign exchange and 
to avoid balance of payments difficulties, the export sector requires heavy capital 
expendilure to push up exports. This tends to raise the capital-output ratio. If 
the nature of investment is such that larger quantities of capital equipment are 
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imported and huge expenditures are incurred on it, the capital-output ratio 
would be high and vice versa. 

Nature of Capital-Output Ratio . - 

It is, however, not possible to arrive at any definite conclusion about the 
behaviour of the capital-output ratio from the factors enumerated above. But 
a number of economists have proved on the basis of empirical data based on 
developed economies that the capital-output ratio first tends to rise, then declines 
as development gains momentum and even becomes stable over the long period. 
Prominent among these economists are Colin Clark.® Simon Kuznets and 
Leibenstein. 11 This parabolic nature of the capital-output ratio is supported by 
the following empirical evidence. In the United States the capital-output ratio 
rose from 2.8 in 1880 to about 3.9 in 1929 and then fell to 3.2 in 1944, - and to 

16 in 1960. In the UK, it rose from about 4.5 in 1865 to over 6 in 1895 and 

stayed almost stable up to 1913, 13 when it started declining and was 2.9 in 
1952. 14 No doubt, these estimates relate to developed economies yet they are a 
useful guide in understanding the general behaviour of the capital output ratio 
in underdeveloped economies. V.V. Bhatt on the basis of his computations of 
Indian industries and their comparison with the industries of the developed 
countries comes to the conclusion that the capital-output ratio is on the a * cra j> e 
about the same in both developed and underdeveloped economies. The 
experience of a number of countries suggests that on the average the ratio lies 
between 3 : 1 to 4 : 1 and above 4 : 1 only in periods of slow economic growth. 

A UN Study corroborates that duriog the ten years ending in 1963 about 70 per 
cent of the dcvleoping countries had an incremental capital-output ratio ranging 
between 3 and 4“ We may wind up the discussion thus, "In the early stages of 
economic development two contrary forces operate on the capital-output ratio. 
On the one hand, there is a vast requirement of basic overhead capital in 
transport, power, education, etc. Here, due mainly to the long period over 

which such investment yields its return, the apparent (short run) capital output 

ratio is high. On the other hand, there afe generally large unexploited backlogs 
of known techniques and available natural resources to be put to work; and 
these backlogs make for a low capital-output ratio. We can assume formally a 

low capital-output ratio for take-ofT period on the assumption that the pre¬ 
conditions have been created. In fact, the aggregate marginal capital-output 
ratio is likely to be kept high during the take-off by the requirement of continu¬ 
ing large outlays for overhead items which yield their returns only over long 
periods. Nevertheless, a ratio of 3 : 1 or 3.5 : 1 for the incremental capital- 
output ratio seems realistic as a rough bench-mark.” 17 

•Colin Clark, The Conditions of Economic Progress, p. 580. 

‘•Population, Income and Capital, International Social Science Bulletin, 1954, No. 2, Vol. 6. 
11 Economic Backwardness and Economic Growth, pp. 177-85. 

‘•Simon Kuznets. op. cit. pp. 169-70. 

'•Ibid. 

“H.K. Manmohan Singh, op. clt. 

“V.V. Bhatt, Employment and Capital Formation in Underdeveloped Economies, pp. 20-59. 
"World Economic Survey— 1966, op. clt 

v W.W. Rostow, The Process of Econymlc Growth, op. clt., p. 211. Italics mine. 
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Case for Low or High Capital-Output Ratio in Underdeveloped 
Countries 


Economists, however, differ on the issue whether the capital-output ratio 
should be low or high in underdeveloped countries. 

Low Capital-Output Ratio. Those who favour a low capital-output ratio 
advance the following arguments: 

( 1 ) Professor Lewis points out that the ratio of capital in existence to annual 
income is much lower in underdeveloped countries because their rate of capital 
accumulation has been much smaller. 1 ® 

( 2 ) In underdeveloped countries natural resources are underutilized or unuti¬ 
lized and a small capital investment will lead to a large output. 

(3) Similarly, in an underdeveloped country other productive resources are 
underutilized and their productive capacity is low. So when a country starts on 
the road to economic progress land, labour, management and existing plant and 
equipment arc brought back into productive use. Thus their productive capacity 
increases more than the amount of capital invested. 

( 4 ) The capital output ratio is lower in those countries where population 
grows more rapidly. The reason being that "rapid population growth prevents 
waste of capital by assuring markets for almost any investment; and a rapid 
increase .n the labour supply permits capital accumulation without departing 
trom the optimal ratio of labour to capital." 

(5) In view of the shortage of capital and the abundance of labour, there is 
greater incentive to use capital saving methods of production in underdeveloped 

countries. r 


6 ) If in the early stages of development, it is planned to concentrate on agri¬ 
cultural development and other labour-intensive industries, the capital-output 
ratio will be low. For it is possible to have a large output with a smaller amount 
ol capital. 

(7) Since capital is not fully utilized in underdeveloped economies the rate of 
depreciation is lower which means longer life of plant and equipment and low 
capital-output ratio. 1 

High Capital-Output Ratio. Economists who favour a high capital-output 
ratio for underdeveloped countries adduce the following reasons- P 

(I) The capital-output ratio ,s higher in underdeveloped countries because 
there is much wastage in the use of capital. Capital is wasted in the sense that 
the manpower is inefficient ,n handling and maintaining capital equipment pro¬ 
perly. Moreover, due to the ignorance of fruitful investment opportunities cani- 

2 ) The I'evd ofH ° U ‘ ° f 'T 7 '° ** U "' ,ZCd in more Productive channels 

,h !I , T rilCy T, UCa,i0n is eX,remely low in such countries with 
the result that technological know ledge grows very slowly and where the growth 

of technological knowledge is slow, capital is less fruitful 8 

(3) The capital-output ratio is bound to be high in those underdeveloped 

countries where a large quantity of capital is needed to tap unutilized or under- 

utdized natural resources. As ,s the case w,,h oil exploration in India 

JtJSzsr ■“ ““— ———- 


*'W A. Lewis, op. cit , p. 202. 
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(5) The capital*output ratio is expected to be high in those countries where 
population increases more slowly than in those where it increases rapidly, on the 
premise that “capital is likely to yield more if used with a greater rather than 
with a smaller increase of labour.” 

(6) As an economy moves on the path of economic development, the pattern 
of demand is likely to change which may necessitate the establishment of more 
capital-intensive industries. For example, a change in demand from handmade 
to machinemade goods would increase the demand for capital. 

(7) In the early stages of development, underdeveloped countries have to 
make large capital investments in order to provide social and economic over¬ 
heads such as schools, hospitals, roads railways, and electricity, etc. Thus the 
capital-output ratio is bound to be high. 

(8) According to Professor Kurihara, one basic explanation for the need¬ 
lessly high capital-output ratio of an underdeveloped economy is the promotion 
of more labour-intensive techniques which may reduce output thus necessitating 
a greater use of capital. 19 

(9) In underdeveloped countries interest rate is very high and this is another 
important explanation for the capital-output ratio to be so high in such econo¬ 
mies. On the face of it, it sounds paradoxical, for a high rate discourages rather 
than encourages the use af capital and thus has a tendency to lower the capital- 
output ratio. Kurihara admits this fact but solves this paradox by applying the 
reasoning that “the expectation of a continuing high interest rate tends to pro¬ 
mote less 'capital-intensive* (or more 'labour-intensive*) techniques and, via the 
latter’s decreasing impact on output to make for a high capital-output ratio, 
given a constant wage rate and a constant net profit rate.*’ 20 

(10) In underdeveloped countries where new plants and enterprises are loca¬ 
ted away from the sources of raw materials, capital investment may be larger 
relatively to output thereby raising the capital-output ratio. 

(11) Lastly, in the initial stages of development certain types of capital invest¬ 
ments are likely to remain underutilized due to the stagnant nature of an under¬ 
developed economy thus raising the capital-output ratio; 

Limitations 

The use of capital-output ratio as a tool for estimating capital requirements 
in underdeveloped countries is beset with a number of limitations. 

(1) “Precise calculations of capital-output ratios can be made only in the 
light of concrete programmes of development and the technical data regarding 
costs and output. 21 But such data are not easily available in an underdeveloped 
economy. Concrete programmes of development are hampered by lack of capi¬ 
tal equipment, labour and entrepreneurial skills, chaoges in demand, prices and 
climatic conditions which adversely affect the output. 

(2) The capital-output ratio is not likely to remain constant throughout a 
plan. It is bound to change as the development plan proceeds from year to year. 
As a result, there is wide disparity between the projected ratio and the actual 

“KKurihara. op eit ., pp. 94-97. 

'•Ibid., pp. 98-99. 

“Government of India, Second Five Year Plan, op. cit. 
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Case for Low or High Capital-Output Ratio in Underdeveloped 

Countries 

Economists, however, differ on the issue whether the capital-output ratio 
should be low or high in underdeveloped countries. 

Low Capital-Output Ratio. Those who favour a low capital-output ratio 
advance the following arguments: 

(1) Professor Lewis points out that the ratio of capital in existence to annual 
income is much lower in underdeveloped countries because their rate of capital 
accumulation has been much smaller.* 8 

(2) In underdeveloped countries natural resources are underutilized or unuti¬ 
lized and a small capital investment will lead to a large output. 

(3) Similarly, in an underdeveloped country other productive resources are 
underutilized and their productive capacity is low. So when a country starts on 
the road to economic progress land, labour, management and existing plant and 
equipment are brought back into productive use. Thus their productive capacity 
increases more than the amount of capital invested. 

(4) The capital-output ratio is lower in those countries where population 

grows more rapidly. The reason being that “rapid population growth prevents 
waste of capital by assuring markets for almost any investment; and a rapid 
increase in the labour supply permits capital accumulation without departing 
from the optimal ratio of labour to capital." , 

(5) In view of the shortage of capita) and the abundance of labour, there is 
greater incentive to use capital saving methods of production in underdeveloped 
countries. 

(6) If in the early stages of development, it is planned to concentrate on agri¬ 
cultural development and other labour-intensive industries, the capital-output 
ratio will be low. For it is possible to have a large output with a smaller amount 
of capital. 

(7) Since capital is not fully utilized in underdeveloped economies the rate of 
depreciation is lower which means longer life of plant and equipment and low 
capital-output ratio. 

High Capital-Output Ratio. Economists who favour a high capital-output 
ratio for underdeveloped countries adduce the following reasons: 

(1) The capital-output ratio is higher in underdeveloped countries because 
there is much wastage in the use of capital. Capital is wasted in the sense that 
the manpower is inefficient in handling and maintaining capital equipment pro¬ 
perly. Moreover, due to the ignorance of fruitful investment opportunities, capi¬ 
tal is unable to move out of the rut to be utilized in more productive channels. 

(2) The level of literacy and education is extremely low in such countries with 
the result that technological knowledge grows very slowly and where the growth 
of technological knowledge is slow, capital is less fruitful. 

(3) The capital output ratio is bound to be high in those underdeveloped 
countries where a large quantity of capital is needed to tap unutilized or under¬ 
utilized natural resources. As is the case with oil exploration in India. 

(4) Moreover, countries with limited natural resources require more substitu¬ 
tion of capital for them. 


k 


*‘W A. Lewis, op. cif , p. 202. 
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(5) The capital-output ratio is expected to be high in those countries where 
population increases more slowly than in those where it increases rapidly, on the 

premise that "capital is likely to yield more if used with a greater rather than 
with a smaller increase of labour.” . J , . .. 

(6) As au economy moves on the path of economic development, the pattern 
of demand is likely to change which may necessitate the establishment of more 
capital-intensive industries. For example, a change in demand from handmade 
to machincmade goods would increase the demand for capital. 

(7) In the early stages of development, underdeveloped countries have to 
make large capital investments in order to provide social and economic over- 
heads such as schools, hospitals, roads railways, and electricity, etc. Thus the 

capital-output ratio is bound to be high. - . , 

(8) According to Professor Kurihara, one basic explanation for the need- 
lessly high capital-output ratio of an underdeveloped economy is the promotion 
of more labour-intensive techniques which may reduce output thus necessitating 

a greater use of capital. 19 . . .. . „ _ 

(9) In underdeveloped countries interest rate is very high and this is another 

important explanation for the capital-output ratio to be so high ,n such econo¬ 
mies. On the face of it, it sounds paradoxical, for a high rate discourages rat 
than encourages the use af capital and thus has a tendency to lower the capita - 
output ratio. Kurihara admits this fact but solves this paradox by applying the 
reasoning that "the expectation of a continuing high interest rate tends to pro¬ 
mote less ‘capital-intensive' (or more -labour-intensive') techniques and, via the 
latter's decreasing impact on output to make for a h.ghcapital-output ratio, 

given a constant wage rate and a constant net profit rate.' 

(10) In underdeveloped countries where new plants and enterprises are lo 
ted away from the sources of raw materials, capital investment may be larger 

relatively to output thereby raising the capital-output ratio. 

(11) Lastly, in the initial stages of development certain types of capital invest¬ 
ments are likely to remain underutilized due to the stagnant nature of an under- 
developed economy thus raising the capital-output ratio; 


^Tteuse of capital-output ratio as a tool for estimating capital requirements 
in underdeveloped countries is beset with a number of limitations. 

(1) "Precise calculations of capital-output ratios can be made only in the 

light of concrete programmes of development and the technical data regarding 

costs and output.* 1 But such data are not easily available in an underdeveloped 
economy. Concrete programmes of development are hampered by lack of capi¬ 
tal equipment, labour and entrepreneurial skills, changes in demand, prices and 

climatic conditions which adversely affect the output. 

(2) The capital-output ratio is not likely to remain constant throughout a 
plan. It is bound to change as the development plan proceeds from year to year. 
As a result, there is wide disparity between the projected ratio and the actual 


l 'K.Kurihara. op. ell ., pp. 94-97. 

*•Ibid .. pp. 98*99. 

“Government of India, Second Five Year Plan, op. cil. 
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ratio. For instance, the First Indian Five Year Plan assumed a marginal capital- 
output ratio of 3 : 1 but realized 1.8 : 1 in practice. - 

.^(3) The use of capital-output ratio as a tool of economic planning is circum¬ 
scribed by the presence of underutilization or excess capacity in the use of 
resources in an underdeveloped economy. It is, therefore, difficult to calculate 
the capital-output ratio accurately. 

, (4) The capital-output ratio is meant to estimate the total capital require¬ 
ments of an economy but fails as a tool for determining priorities among diffe¬ 
rent sectors or projects in the economy. 

tt^The capital-output ratio fails to tell us anything about investment m 
C fiuman capital required to achieve a certain rate of growth. Investment in 
human capital is as important for economic growth as is physical capital. 

(6) There is, however, a practical difficulty in calculating the capital-output 
ratio. It assumes that there is no change in the general art of production. But 

it is possible that a technological innovation may increase output with the same 
amount of capital or the same output may be had with less capital thereby 
changing the capital-output ratio altogether. 

(7) The concept of cepital-output ratio is based on the implicit assumption 
that when capital increases the supply of co-operant factors also increases. But 
in an underdeveloped economy the co-operant factors like technical personnel* 
entrepreneurship, power, transport, etc., are scarce. The concept is thus imprac¬ 
ticable in the context of an underdeveloped economy. 

(8) Difficulties arise in the measurement of “capital” and “output.” Professor 
Myrdal mentions the following: First , in underdeveloped economies all planned 
public investment and estimated private investment are lumped together to 
arrive at capital input which is not a correct estimate of capital investments for 
they are likely to change. Second, various restrictions and direct controls prevent 
prices from equalising demand and supply. It requires the use of shadow prices 
which is again arbitrary. Third, “the specificity, heterogeneity, complementarity 
and indivisibility of capital in South Asia make aggregation impossible.” Fourth , 
“if there are several items on each side of the capital-output ratio, and if those 
do not change in the same proportion, we are faced ... with the problem of 
index numbers, including the indeterminacy intoduced by price changes in the 
planning period and by different income distributions.” Further, “anything that 
changes the relative prices of capital goods and consumer goods generally* 
whether from the demand side or the supply side will alter the capital-output 
ratio, even without any change in physical capital, physical output or technology. 
In particular, changes in real wages, in the rate of interest and in the prices of 
imports will change the capital-output ratio, even though neither the composi¬ 
tion of capital nor techniques have changed.” 

-—^9) During a depression, all increases in capital will be followed by declines 
in output and the capital-output ratio becomes a meaningless concept in such a 
situation. 

(10) Above all, the use of capital-ouput ratio as a technique for testing the 
development plans of a country does not take us very far unless we go behind it. 
The overall capital-output ratio is the average of the sectoral ratios. The 
national output is the sum of different goods and services produced by various 
sectors of the economy, each having a different capital-output ratio. The secto- 
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ral capital-output ratios arc high for some sectors like housing, transport, com¬ 
munications, irrigation and power projects; and low for the agricultural service 
and consumers* goods industries. But it is difficult to calculate these sectoral 
capital output ratios due to lack of statistical data. Conceptional difficulties also 

arise in the case of certain items like fertilizer production which can be placed 

in either the agricultural sector or the heavy industries sector. Thus the overall 
capital-output ratio which is a made up of sectoral ratios is not a correct esti¬ 
mation for testing the consistency of the developmental plan. 

Goncolsion. Despite these theoretical and practical limitations, the capital- 
output ratio is widely used as a planning device. Its predictability is weak. But 
it appears to produce more meaningful results in the long run than in the short 
run. It is analytically useful in calling attention to the importance of capital in 
economic development. It possesses great usefulness as a handy device for 
making rough-and ready calculations. But Professor Kindleberger is of the view 
that in its present rudimentary stage it is hardly a planning device. 22 

Importance in Planning 

The capital-output ratio is an important and useful concept for purposes of 
economic planning in an underdeveloped country. “This is particularly true 
where it is necessary to check the consistency of targets for the growth of 
national income against the additional capital likely to be available from current 
savins of foreign investment.*’ In order to estimate the financial requirements of 
growth, it is necessary to have an estimate of the valume of investment needed 
to attain a given target of output. The capital-output ratio is thus used to deter¬ 
mine the growth rate of an economy. The Harrod-Domar models of growth are 
based on this concept. 

In formulating a plan, the ICOR is required for the purpose of calculating 
the growth rate of the economy. Suppose we want to increase national output 
by 10 and assume the ICOR to be 2. In this case the required addition to the 
capital stock needed for new investment will be (10x2=) 20. Assuming the 
current level of national output to be 1000 and the saving rate 0.04, the domes¬ 
tic saving will be 40. Now this much of domestic saving can be invested for the 
purpose of increasing national output. Given the ICOR of 2, this amount of 
saving and investment would increase national output by 20 (= 40/2). This 
gives the growth rate of 2.0 per cent per annum in national income. We can also 
calculate the growth rate of national output (income) by dividing the saving 
ratio by the ICOR, /.e., 0.04/2=0.02 or 2.0 per cent. 

Moreover, the importance of capital-output ratio lies in making out the case 
for obtaining large foreign aid for investment by underdeveloped countries. 
Since the domestic saving-income ratio is low in underdeveloped countries, a 
higher rate of foreign aid is required for achieving a higher growth rate, assum¬ 
ing a conventional capital-output ratio of 3 to 4. Thus the concept of capital- 
output ratio is a useful tool which highlights the importance of capital in deve¬ 
lopment planning, helps in testing the consistency of the desired growth rate 
and the resources of an underdeveloped country. 


M C.P. Kindleberger, op. clt. 


Chapter 56 

THE CHOICE OF TECHNIQUES 1 


O NE of the problems facing the underdeveloped countries is how best to uti¬ 
lize the available resources in order to accelerate the growth rate of the eco¬ 
nomy. The majority of such countries have abundant labour but scarce capital. 
These two major factors pose the problem of choice of techniques—that of 
using the traditional or the modern methods of production. 

Meaning. The problem of choice of techniques refers to the type of combi¬ 
nations for any particular project or enterprise. A combination chosen in any 
particular case gives the type of technique. The number of alternatives open to 
an underdeveloped country are between labour-intensive and capital-intensive 
techniques, between light and heavy industries and between agriculture and 
industry. But the ultimate choice is one of selecting between labour-intensive 
and capital intensive methods whether it is in agriculture and industry or in 
light and heavy industries. “Different techniques often imply quite different stra¬ 
tegics in economic development with very different efforts on the performance 
of the economy.” 2 The ultimate object is to choose that technique which is more 
efficient than another technique keeping in view the existing factor proportions. 
An efficient technique is one that minimizes the costs of a given output or 
maximizes the output from given inputs. 

Process of Tcchnologcial Development. For technological development, 
a society has to pass through a long historical process—from simple to complex 
techniques, from those satisfying local needs to those meant for distant markets 
and from those using local resources to those requiring foreign capital. However 
Professor Kuzncts 3 traces some distinct patterns in the growth of technology: (/) 
a scientfic discovery or an addition to technical knowledge; (it) an invention that 
is, making the use of already existing knowledge to useful end; (Hi) an innovation 
implying a significant application of an invention to economise production; (tv) 
an improvement , signifying a minor useful change in an invention; and finally, 
the spread of invention usually accompanied by improvements. The successful 
completion of these successive phases in the evolution of technology requires 
four factors. First, there is the necessary condition of increased scientific know¬ 
ledge. Secondly , each phase requires heavy capital investments and skilled labour 
force. Thirdly , innovations require enterpreneurial skill and ability to put inven¬ 
tions to beneficial uses. Lastly, the spread of innovations depends on the willing¬ 
ness of the people to adopt the new products and processes for mass production. 
Technological development is thus a necessary condition for economic growth. 


>A slightly modified version of author's article in AICC Economic Review , July, 1967. 
Published with the kind permission of the Editor. 

*A K Sen, Choice of Techniques, p. 11. 

'Simon Kuzncts, Six Lectures on Economic Growth, pp. 30-32. 
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But the conditions enumerated by Kuznets are conspicuous by their absence 
in underdeveloped countries which lack educational and research facilities, 
skilled labour and entrepreneurial ability. Their levels of income, consumption 
and savings are extremely low and hence also the S1 ze of the market. Dynamic 
entrepreneurship which Schumpeter regarded as the main factor in inducing an 
innovation is lacking in such economies due to backward social, economic and 
political institutions. Thus, the type of innovations that contribute to the econo- 
mic development of the advanced countries cannot be evolved in underdevelop- 
ed countries with their existing factor endowments. 

Labour-Intensive Techniques. Keeping these points .n view, the problem 

of choice of techniques boils down to one of adopting output-increasing 
techniques that raise labour productivity per unit of capital and are capital-light 
and labour intensive. Figure 56.1 explains the impact of labour-intensive tech- 
niques on output. Initially, output represented by the isoquant 2 was ^ l ' ,g 
produced in the economy by employing OK amount of capital and OL of labour 
Now with the new technique the same amount of capital OK helps in producing 
a larger output represented by a higher isoquant <?, and at the same time it uses 
more labour LL,. Such techniques should also fulfil the twin objectives of s * 
and capital formation. Agricultural production can be increased through the 
spread of minor irrigation schemes, better tools and implements, the introduc¬ 
tion of short duration crops leading to larger yields from the same land; the use 
of fertilizers and high yielding seeds, etc. In India, the substitution of ,lle 
shuttle for the throw-shuttle loom led to the increase in the productivity of the 
handloom weaver by 50 per cent. 4 But it is not true that the choice of more 



FIG 56 1 Showing Labour-Intensive FIG. 56.2. Showing Capital-Intensive 
Technique Technique 


labour-intensive techniques will necessarily lead to either more consumption or 
greater employment over a period of time. The problem is one of evaluating the 
lime streams of consumption associated with ihc choice of alternative techni¬ 
ques over the relevant time horizon.” 5 Moreover, underdeveloped countries fail 
to use output-increasing labour-intensive techniques because of the limits set by 


'Report of,he Fact Finding Committee (Handloom and Mill,). Government 

‘Ajit K. Dasgupta, op. cit. For a detailed explanation refer to Sen s Time Scries Cnter o 

in the next chapter. 
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the shortage of capital and lack of skills. Besides, as Bert Hoselitz® reveals on the 
basis of a variety of research papers, a number of economic, social and adminis¬ 
trative resistances which force people in such economies to give preference to 
the use of outmoded techniques over output-increasing methods of production. 

Capital-Intensive Modern Techniques. The other alternative commonly 
suggested is the use of capital-intensive techniques. Since underdeveloped coun¬ 
tries are unable to follow the path of technological evolution of the advanced 
countries they should use the technology of the latter on an extensive scale. 
Figure 56.2 depicts the use of advanced technology which is capital-intensive. 
It uses more capital OK in relation to labour OL. The level of output is 
higher in this technique on the supposition that the isoquant Q 2 is above 
Qi of Fig. 56.1. As Galenson and Leibenstein opine: “Successful economic 
development... particularly in the face of gross backwardness, hinges largely 
upon the introduction of modern technology upon as large a scale as possible.*’ 7 
For a “continuing and compounding effect” on the growth rate of income, 
advanced techniques are considered to be indispensable. Further, their use will 
help change customary working habits, living conditions, social institutions and 
the very outlook of the people. 

Limitations of Capital-Intensive Techniques. But the adoption of 
modern technology in underdeveloped couniries is a very ticklish question and 
we should not forget Nurkse’s remarks that “the same capital-intensity as in 
the economically advanced countries should be neither desired nor permitted.”® 
First, it is a matter of common knowledge that these countries have a plethora 
of the unemployed and an acute shortage of capital. Modern technology is, 
however, highly capital-intensive and labour-saving. It involves high costs and 
excessively large amount of capital thereby making it unsuitable for underdeve¬ 
loped countries. Second, imports of plant and equipment are not only costly but 
also entail a number of difficulties with regard to repairs, maintenance and 
availability of spare parts. A UN Report observes: “Automatic devices suited to 
conditions in advanced industrial countries are often left unused in underdeve¬ 
loped countries, while the intricacy of many machines though appropriate to the 
type of labour available in industrial countries, tends to magnify repair and main¬ 
tenance cost in factories in less developed countries which depend upon a high 
proportion of unskilled labour.” 9 As a result, the same equipment produces less 
in such countries. It means in terms of our Fig. 56.2 that the isoquant Qo is at a 
lower level. Third, heavy imports lead to balance of payments difficulties. And 
the net addition to the national income accruing from the use of imported plant 
and equipment is less, for a part of the income flows to the technique-exporting 
country. Fourth, modern technology also requires complementary supplies of 
highly skilled, technical and managerial personnel not available in less developed 
economies. Fifth, it is meant for the setting up of larger enterprises whereas 
the small size of the market in such countries necessitates the expension of small 


TVvHnn'J‘‘ Prob,em * of , Adopting and Communicating Modern Techniques to Less 
Developed Areas. Economic Development and Cultural Change, January 1954 

in " a ", d ? " ,nv “' n '« 01 Ctt-h. Production and'Economic Dcvc- 

lopement. Quarterly Journal of Economics, August 1955. 

'R. Nurkse, op. cit., p. 45. 

*UN, Processes and Problems of Industrialization in Underdeveloped Countries, p. 27. 
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enterprises. In such a situation, write Bauer and Yamey, there's the danger of 
confusing standards of technical efficiency with those of c effic en y. 

There is no use recommending techmques which may be client techu.MlJybu, 
are wasteful in terms of resources and inappropriate at the level 
achievement of the local population SM. modern 

under different socio-economic and geographical set up. It is . 

modate labour shortages and other requirements of an advanced coun ry. It s 

appropriate to high real wages and a high standard of living. Seven* ™ 
bffity of introducing such technology will, however depend on the «hno!og 
cal spread’—the gap separating the techniques a ready in vogue n the less 
developed country and those imported from abroad. The large tb g p 
the local and the imported techniques, the greater will be the _socia^ dhMOMH 
and unrest following industrialization through the introduction 
technology Last, the adoption of modern technology presupposes the existence 
of poweiMransport and communications facilities, of highly trained ecbm 
personnel andTllarge number of related services which are non-ez,stent ,n 

“Sit?— *e use of advanced technology -B ^ J 
repeated breakdowns in the machinery, lower production. increase>" , 

wastage of capital. Yale Brozen comments that “the appropriate technol gy t 

an area depends on its resources, patterns and its markets. Since a re a y 

unskilled population cannot be propelled from low-to high-level sk. Is n on 
generation without the investment of prohibitive amount of capital initram g 
Tod... in equipment, the techniques appropriate for an advanced economy are 

of economic development is concerned with change in jj 

how rapidly they change. It depends on the time-penod involved. 
and labour-intensive techniques might help in raising the neveIoDm e nl 
employment and income during the short period to some ; 

however aims at their countinous maximization over the long period. The 
question is whether an underdeveloped country should go slow or- make rap. 
strides towards developing its economy. Should it introduce mode.n chnol gy 

or continue to use backward methods of production or adopt obsolete techni 

have frequently made use of obsolete equipment and techniques of '^ adv ^« 

countries The history of the Japanese textile industry reveals that it develop 

in its early phase on discarded British machines. Israel and Argentina have 
been importing used equipment of the advanced ““J^ h ough darted 

machines are considered to be somewhat cheap and of a lower cap tal in ensity, 
they entail high costs in terms of repeated breakdowns ^ J . 

Intermediate Technology. This is also called appropriate technology low 
cost technology, or relevant technology. Therefore, prudence demands that 


l0 P.T. Bauer and B.S. Yamey, op. cit., p. 213. 

“Yale Brozen, “Enterpreneurship and Technological Change, 
(ed.) H.F. Williamson and J.A. Buttrick. op, cit., p. 236. 
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developing countries should benefit from the vast fund of knowledge in the field 
of technology of the advanced countries and modify and adapt the techniques 
of the latter according to their social, economic and technical absorption capa¬ 
city and requirements. These requirements necessitate in the initial stage of 
development, the adoption of labour-intensive and capital-saving techniques so 
that the limited amount of capital available is broadly spread in utilizing larger 
human and other resources. 

Professor Schumacher 12 calls such techniques as intermediate technology. 
According to him, if we define the level of technology in terms of ‘equipment 
cost per workplace*, the intermediate technology would be on the level of— 

symbolically speaking £ 100 equipment cost per average workplace, whereas it 

is £ 1 for the indigenous technology of a typical developing country and £ 1000 
—technology for the developed countries. Such a technology necessitates 
regional approach to development and requires four conditions for its success. 
First, workplaces should be created in those areas where the majority of the 
people live and not in metropolitan areas where they tend to migrate. Second, 
workplaces should be cheap so that they can be created in large numbers with¬ 
out requiring high level of capital formation and imports. Third, methods of 
production should be fairly simple, requiring low skills and suitable for main¬ 
tenance and repair oo the spot. Fourth, production should mainly depend upon 
local materials and be mainly for local use. Thus the intermediate technology 
will be ‘labour-intensive* and will be suitable in small scale industries. Therefore, 
such a technology can be used to produce only those commodities which are 
urgently needed by the people living in rural areas. Such commodities can be 
building materials, clothing, household goods, agricultural implements, etc. 

But it is a misnomer to construe that all modern technology pertains to heavy 
industries. In all advanced countries from the US to Japan, there are small 
industrial units and agricultural areas where techniques and equipment of a low 
capital-intensity are used. Efforts should be directed towards “choosing the 
simplest of such alternative techniques, the sturdiest of available capital equip¬ 
ment, the small type of plant consistent with technical efficiency, the technology 
that makes the best use of the most plentiful factors of production.** 13 In certain 
cases much simpler modern techniques involving small capital may bring about 
large increments in output in the case of small industries. Low-cost high produc¬ 
tivity equipment and machines can be imported from advanced countries and 
their prototypes manufactured within the country with indigenous skill and raw 
materials. It will serve the dual purpose of skill and capital formation. In the 
agricultural sphere, the use of power driven pumps, the Japanese method of rice 
cultivation, high yieiding maize hybrids and improved fertilizer can go a long 
way in increasing productivity per worker. In the case of those underdeveloped 
countries which have just started on the path of economic development, it is 
better to adopt well-tried capital-saving labour-intensive productivity-raising 
technology originating from the developing countries. For instance, India manu¬ 
factures a large number of farm implements indigenously designed, such as the 
mechanical plough, animal driven ploughs of a number of varieties, hand tools, 

**E.F. Schumacher, Small is Beautiful, 1973. 

“UN. Process and Problems op. cit., p. 43. 
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irrigation equipmeDt, dairy and poultry farm equipment which can fit ini the 
factor proportions of similar countries w ithout any difficulty. This is nothing 

except intermediate technology of Schumacher. 

Vakil and Brahmaoaod also favour this when they opine that each country 
has to work out its own salvation, and particularly to find out which production 
methods are feasible for it They recommend the following techniques for 
use in underdeveloped countries: {a) those which can be easily learnt in a short 
time; (b) those requiring small initial investment; (c) those which reduce the 
gestation period of investment; (d) those requiring less investment in specialized 
and skilled labour; (e) those saving scarce resources rather than labour and final¬ 
ly those which raise the level of production and increase supplies of minerals 
or electricity. These guidelines point towards the use of appropriate technology 
in developing countries in keeping with their local conditions. As Henry Aubrey 
emphasizes: “It may be sound procedure to improve technology step by step in 
many places at once, rather than to sink large portions of a limited capital 
supply in a few large ventures.”” This policy it advantageous in many ways. It 
spreads the benefits accruing from the use of different techniques in the various 
fields more equally over the entire population; helps in skill formation at a 
levels; raises the average productivity, income level and the size of the market. 
It promotes more employment, better distribution of wealth and power the way 
towards self-sufficiency. Professor Mahalanobis explains the whole proposition 
more explicitly thus: “The long term aim would be to use as quickly as possible 
the most technological advanced machinery for the production of both invest¬ 
ment and consumer goods. This is not immediately possible because of the lack 
of the sufficiently broad base of heavy indutries. It is. therefore, necessary to 
plan for a transition phase in which perference would be given to capital-light 

and labour-intensive small-scale and household industries to create as muc 
employment as possible in the immediate future and at the same time to release 
capital resources for the heavy industries. However, as the economy expands 
and employment increases the need for giving preference to labour-intensive but 
low efficiency production would decrease. As the supply of power, machinery 

and other cupital goods increases, a gradual and steady changeover would be 

made to more efficient forms of production by the increasing use of machinery 
driven by power.” 16 The strategy of gradual changeover from cap.tal-1.ght and 
labour-intensive methods of production to up-to-date capital-intensive methods 
is best suited to underdeveloped countries in the early stages of industrialization 
Such a policy will not only economize the use of available capital resources but 
willalsocreatelargeremploymentopportumt.es. By increasing the supply ot 
agricultural and manufactured consumer goods, it will obviate the necessity of 

importing food and raw materials. It will not be essential to import much capital 
goods either. Thus, this strategy in the choice of techniques will tend to check 
inflationary tendencies and balance of payments difficulties inherent in the 


M C.N. Vakil. Poverty and Planning, p. 171. 
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development process. 17 

Labour-Intensive vs Capital-Intensive Techniques 18 

A common characteristic of underdeveloped countries is the scarcity of capital 
and abundance of labour. In other words, the capital-labour ratio is extremely 
low. Commonsense tells us that in such countries efficient production caus for 

labour-intensive techniques. But this is essentially a static argument. It is rele¬ 
vant to conditions prevailing at a point of time. Therefore, this technique is not 
very suitable for a developing country. As Dobb says, “It starts from a given 
endowment of capital in each country, whereas the crucial question at issue in 

discussing policies of economic development concerns change in the capital- 

endowment of country and how rapidly this capital endowment should be 
changed.*' 19 

Though Professor Nurkse holds the view that underdeveloped countries 
should adopt labour-intensive techniques of production in the early stages of 
industrial development, majority of economists favour the adoption of capital- 
intensive techniques in such countries. Let us discuss the arguments advanced in 
favour of either of these techniques. 

Arguments for Labour-Intensive Techniques. The arguments usually 
advanced in favour of labour-intensive techniques are the following: 

(1) The first is the employment argument. A characteristic feature of under¬ 
developed countries is the abundance of idle manpower. It is only by using 
labour-intensive techniques that increasing employment opportunities can be 
provided to the idle or underemployed labour force. 

(2) When employment increases through the adoption of labour-intensive 
techniques, “they spread the total income generated more widely over the popu¬ 
lation.’* This paves the way for an egalitarian structure of society. 

(3) The third is the latent resources argument. In underdeveloped countries 
there is an acute shortage of capital and entrepreneurial resources. The use of 
labour-intensive techniques would be more appropriate for releasing these scarce 
resources to be used in more important uses. 

(4) Similarly, labour-intensive techniques are import-light i.e. t they require 
simpler tools and implements which need not be imported from abroad,' and 
thus there is considerable saving in foreign exchange. 

(5) Labour intensive techniques are indispensable for counteracting infla¬ 
tionary pressures in a developing economy. They quickly increase the supply of. 
consumable goods and thus obviate the danger of inflation. 

(6) The use of labour-intensive techniques is usually found in the villages and 
small towns. This would obviate the necessity of building houses and other 

t’Also see the conclusion to the next section. 

‘•The words •labour-intensive* and ‘capital-saving* are often used as synonyms. But this 
it a wrong notion. Professor Reddaway makes a very clear distinction between the two in 
The Development of the Indian Economy. He dehnes a labour-intensive thechnique in the con¬ 
ventional way ‘as one in which a large amount of labour is combined with a small amount 
capital.* A ‘capital-saving technique is one which requires little capital per unit of output; 
amount of labour which will be coupled with the capital is irrelevant. Ii a similar way 
distinction between ‘capital-intensive* and ‘labour-saving* techniques can be made. 
x 'Some Aspects of Economic Development , op. cit. t p. 54. 
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social works for the workers. This would mean considerable saving in the com¬ 
munity’s expenditure on social overheads in the initial stages of development 
which could be utilized on more important projects. 

(7) Moreover, labour-intensive methods, being spread out into villages and 
small towns, enjoy all the advantages of decentralization and avoid the evils of 
the factory system. 

(8) The emergence of monopolies and concentration of economic power in 
the hands of a few is also avoided. 

Arguments for Capital-Intensive Techniques. It has been strongly 
argued that those investment projects should be chosen which are capital-inten¬ 
sive rather than labour-intensive. According to Galenson and Leibenstein, “Suc¬ 
cessful economic development... particularly in the face of gross backwardness, 
hinges largely upon the introduction of modern technology upon as large a scale 
as possible.” The grounds on which this argument is based are: 

(1) Enterprises using capital-intensive techniques lead to a large share of the 
resulting income going to entrepreneurs and a smaller share going to wage ear¬ 
ners. Since the propensity to save is higher on the part of entrepreneurs, savings 
increase and a larger proportion of them are utilized for investment. Thus the 
rate of economic growth is accelerated. 

(2) As a corollary to this we can say that since the growth rate is much faster 
under capital-intensive techniques than under labour-intensive techniques, moro 
employment will be offered to the labour force in the long run. 

(3) In the majority of underdeveloped countries the growth rate of popula¬ 

tion is very high and unless capital-labour ratio is raised, output per head will 
not increase. This will tend to dampen the rate of capital accumulation. So the 
use of capital-intensive techniques is indispensable for increasing the tempo of 
development. ... 

(4) Further, capital poor countries can ill afTord to waste capital through 
obsolescence and depreciation. Underdeveloped countries should, therefore, 
choose highly capital-intensive production techniques that do not become obso¬ 
lete soon. Thus a small production of capital goods is required to be replaced in 
the future and more capital is available for further capital formation. 

(5) Capital-intensive proccsess of production are more profitable than labour 
intensive techniques because under the former productivity rises more rapidly in 
relation to costs. This is due to the economics of large scale production enjoyed 
by them. 

(6) In reality, the use of highly capital-intensive techniques leads to the pro¬ 
duction of quality products and lowering of costs. Low costs mean low-prices 
and provide the basis for a rapid rise in living standards later on. Professor 
Hirschraan opines: “The firm requirement of high standards of quality is an ele¬ 
ment in favour of, rather than, as would usually be believed, against the intro¬ 
duction of this type of production into underdeveloped countries. 20 

(7) Capital-intensive techniques hav a far reaching effect on the process of eco¬ 
nomic growth. A few capital-intensive projects have a greater total impact on 

the economy than a number of labour-intensive projects. As Hirschman points 
out: “When a government undertakes the construction of a large hydro-electric 


i0 A.O. Hirschman, op. clr., p. 144. 
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Station or of a steel mill, it cannot afford to let such ventures go wrong, it places 
itself under a far stronger conclusion to deliver than if it were to spend 

same funds on a large number of projects. . 

(8) Hirschman further argues that capital-intens.ve techmques are b°undl to 
enhence skills and efficiency and assist in training management in the perfor¬ 
mance of n«w unfamiliar and perhaps somewhat uncongenial tasks/ Thus capt- 
tal-intensive techniques possess the twin-property of ‘efficiency-enhencmg and 

'°( 9 )* For providing economic and social overheads large capital investments 

are essential in underdeveloped countries. 

Conclusion. We have studied both sides of the problem and it is rather diffi¬ 
cult to decide as to which technique should be adopted in an underdeveloped 
county. In fact, the two approaches are not altogether different from each other. 

The use of labour-intensive techniques tends to increase production and emp¬ 
loyment in the economy. On the other hand, the adoption of capital-intensive 
techniques tends to accelerate the rate of capital formation and then to maxi¬ 
mize productive capacity and employment in the long run. But in making a 
choice between labour-and capital-intensive techniques in the context ot an 
underdeveloped country, it is necessary to consider a variety of factors: their 
comparative cost of production; effects on employment, income, saving, and 
investment over different time periods; use of domestic resources; effect on 
domestic and foreign demand; their ability to ease inflationary pressures; and 
balance of payments position. The cost of production of goods manufactured 
with labour-intensive methods is higher than that with capital-intensive techni¬ 
ques because of the inability of the former to realize economies of scale. But this 
fact should not deter the planners from deciding upon labour-intensive techni¬ 
ques which economise on the use of scarce capital resources. Such methods of 
production create large employment opportunities and help ia increasing the 
supply of consumer goods, obviate the necessity of importing raw materials, 
food and capital goods from abroad. Thus they tend to check inflationary tende¬ 
ncies and balance of payments difficulties inherent in the development process. 

But there is a snag. Use of labour-iotensive techniques cannot step up the rate 
of capital accumulation as fast as that of capital-intensive techniques. No doubt, 
labour-intensive methods create more empolyment and thereby raise income 
levels, but of those whose incomes are low and propensity to consume is high. 
So a smaller proportion of the incomes generated is available for saving and 
reinvestment. But keeping in view the larger interest of the masses, labour- 
intensive techniques should be used in the consumer goods sector. For a “con¬ 
tinuing and compounding effect” on the rate of growth of income, capital-inten¬ 
sive techniques should be confined to the capital goods sector. 


Chapter 57 

INVESTMENT CRITERIA IN ECONOMIC 
DEVELOPMENT 1 


INTRODUCTION 

T HE problem of investment criteria involves the 

A cation of scarce investment economy. It is a commonly 

misc the national income in an underdevelopedecoo y ^ profit 

known fact that private enterprise in sue cc ^ fof pro j ccls that are 

maximisation. Very often private investme c fcU |hal 0D i y a public 

not conducive to economic development. It is, th ’ rccs an< j t o in¬ 

authority can mike decisions to allocate scarce pro - 

ded a number of investment criteria which are discussed belo . 

The Capital Turnover Criterion v /r the rate of 

The capital turnover criterion is known by vu. ^ criterion or 

turnover criterion, the maxim.sation of output per w ^ 

the ratio of output to capital criterion (minim P Po j ak an( j N.S. 

ET« k £'SS..s«i.*i» 

useful, according to Chcnery, in choosing among p j criterion First, 

l,s Limitations. There are. however, certain l.m.t.tions olth.* cM'TMW 
it ignores the element of lime. Quick-yielding projects having a low capital 


■This appeared a, an ariicte in a .lightly modified term in AtCC Economic Reel... January 
1969. Published Wilh .he kind permission ol ll» 1Mnor.^, Recon5|tuc , ins w||h , he hclo of 

Foreign P ^ 3 an,“ a 0^,°- iyZlrnal of Economic. February 1943 and N.S. Buchanan. Inter- 

‘•tint ks^s^docirme of"Coneeated^ Savi ngPote n t i at is a variant of 
Criterion, R. Nurkse. Problem, of Cop,lot Formation in Undeveloped Countric. Ch. 11. 
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put ratio in the short run may have a high ratio in the long run.* Secondly , this 
criterion ignores the supplementary benefits flowing from an investment project. 
It is possible that projects with a high capital-output ratio may confer certain 
supplementary benefits on the economy thereby outweighing extra costs invol¬ 
ved in them. On this count, notes a UN Study, a project with a high capital-out¬ 
put ratio should not necessarily be accorded a lower priority. 5 Thirdly, in cer¬ 
tain industries like agriculture, a low capital-output ratio may appear outwardly. 
If working capital like fertilisers is also included in the fixed capital investment, 
the ratio may in fact be high. Fourthly , the higher the rate of turnover, the higher 
may be the rate of depreciation of capital and rate of output may not be high. 
Therefore, Dr K.N. Prasad suggests the net rate of turnover criterion instead.a 
Fifthly , the maximisation of employment argument implied in this concept may 
hold good only in the short run. A capital-intensive project may absorb little 
labour to start with, but may maximise the amount of labour per unit of invest¬ 
ment in the long run. Sixthly , it does not necessarily follow that with increased 
employment there will be an addition to total output. Labour-intensive and 

capital-saving investments may keep productivity of labour low as usual, with¬ 
out making any addition to total output. Seventhly , the use of labour-intensive 
techniques may even reduce output thus necessitating a greater use of capital 
thereby raising the capital-output ratio. Lastly , such techniques often produce 
sub-standard products. Such products are often subsidised by the government 
and entail high social costs. For example, the production of cotton textiles with 
handlooms. 

Conclusion. The capital turnover criterion is thus circumscribed by a num¬ 
ber of factors. No doubt common sense demands that in the face of abundant 
labour and scarce capital in underdeveloped economies projects of a low capital 
intensity should be undertaken but the undeniable fact remains that for building 
up the socio-economic infrastructure and for accelerating the rate of economic 
development, projects with a high capital intensity are also a must. India has 
been judioiously following this dual investment policy in her plans for economic 
development. 


The Social Marginal Productivity Criterion 
The social marginal productivity (SMP) criterion was first put forward by 
A.E. Kahn and later Hollis B. Chenery 7 improved upon it. It is based on the 
conventional marginal productivity approach. As more and more capital is em¬ 
ployed in any project in combination with given amounts of other inputs, its 
marginal product will after a time start falling till the marginal productivity of 
capital in different uses is equalised. The aim is to allocate limited investment 
resources in such a way as to maximise the national output. In other words, 
they should be utilised in the most productive projects. Kahn states that this 
criterion takes “into account the total net contribution of the marginal unit to 

‘Merits of a high capital-output ratio arc discussed id detail above. 

*VN Economic Bulletin for Asia and Far East, June, 1961, pp., 30-33. 

•K.N. Prasad, Technological Choice Under Development Planning, 1963. 

’A.E. Kahn, “Investment Criteria in Development Programmes.** Quarterly Journal of 
Economics, February, 1951. pp. 38-61, and Chenery, “The Application of Investment Cri¬ 
teria," Quarterly Journal of Economics, February. 1963, pp. 76-96. 
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national product and not merely that portion of contribution (or of its costs) 

which may accrue to the private investor." Thus it is applicable to the economy 
as a whole and not to individual investment projects. 

Chenery evolves a formula for the quantitative measuremen of ,he ®* r c °“ 
cept. He ranks investment projects according to their social valueandS 
their effects on national income, balance of payments and the cost of d °” c$ ' c 
a„d imported materials used therein. The selection of project depends on their 
rank and their number on their cost and funds at the disposal. 

Taking the balance of payments to be in equilibrium, the Chenery equa i n i . 

X+E-L-M-0 

K 


SMP 


where X represents increased market value of the output, £ the added value of 
output due to external net economies. L cost of labour. A/ cost of materials O 
overhead costs including depreciation, and K is capital funds ‘ nves,ed _ T ^ 
equation can be simplified as (V-C)IK, where V the soaa value add d domes.,- 
cally equals (AT+£) and C the total cost of factors equals (£+M+0)- 

Sinc2 in underdeveloped countries foreign exchange ,s more va uab'e than 
domestic currency, there is a large difference between the actual and official 
value of the foreign currency in terms of the local currency. Chenery re P r “' Ql * 
this difference by r. A zero r means equilibrium in the balance of payments, a 

payments of the country. Accordingly, the refined formulation is. 

SMP=J^ + 

The other elements being the same. aBl is the annual authorised^impact on the 
balance of payments of servicing initial borrowings from abroad and B2 the 
annual effect of the project’s operation on the balance o W«entt.. If B ,S 
negative, it means an import and if it is positive it is an export. To simp ify the 
formula still further r(aBl + B2) is represented by Br, the combined balance of 

payments effect and the final formula is: 

K-C . Br 

SMPs=J ~r~ + “ 

With the help of this formula Chenery has calculated the SMP of a '■umberof 
investment projects in Italy and Greece. According to him. the use of this 
formula in full may help in improving upon the method of using funds in a 

piecemeal manner on major projects. rr if P rion i<» 

Its Limitations. Despite this, the practical usefulness of the SMP criterion 

limited due to a number of considerations. . , . 

First, it is not correct to say that the marginal productivity of ca P ,tal ,s 
exactly equal in all uses. It can be at the most nearly equal, for investment may 
be either too large or too small due to technical reasons. 

Secondly, marginal productivity of capital in the case of diOmil n 
equalised on the basis of a particular technology which may not necessitate the 
reallocation of investible funds. But it might be useful to devote larger doses of 
capital to particular projects if it leads to the use of a better technology. 

Thirdly , the SMP criterion considers only the effects of the present. F 
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productivity in different uses depends on the relationship between costs and 
prices of the products produced and these in turn depend upon supply and 
demand conditions. In the short run, resources are adjusted to prevailing supply 
and demand conditions, while in the long run they are themselves influenced by 
present investments. Similarly, cost conditions may also be changed over time 
with the acquisition of more knowledge, skill and experience by entrepreneur and 
workers. Thus, it is difficult to calculate the productivity of resources when the 
time period is long. 

Fourthly , the SMP criterion is vague and indefinite. For it is defficult to have 
a correct assessment of the benefits and cost of different projects both in the 
present and future. Market prices are not a correct guide to resource allocation. 
There is wide disparity in underdeveloped countries between the equilibrium and 
the market rates of interest, wages and foreign exchange. Likewise the benefits 
accruing from social investments like education and public health services can 
at best be assigned arbitrary monetary valuations. There are also idle resources 
like the underemployed and the unemployed manpower whose market value is 
not capable of measurement. Chenery himself admits that such imperfections in 
the market forces will 4 greatly reduce the social value of investment unless an 
attempt is made to offset them.” Therefore, to facilitate the calculation of 
social values in these and other cases, Chenery, Frisch and Tinbergen have sug¬ 
gested the use of “shadow” or “accounting” prices reflecting the intrinsic values 
of products and factors. Corresponding to the concept of shadow prices is the 
concept of “shadow cost” which is used to calculate the costs of a particular 
project to society. An ILO study suggests that these shadow prices and costs 
and not the market prices and costs, if any, should be used in ranking investment 
projects and determining which are worth undertaking and which are not. 8 

Finally, one of the major defects of the SMP criterion is that it is concerned 
with once-for-all effect of investment on the national income and neglects the 
multiplier effect of present investment on future income. Morcover.it does not 
consider the indirect effect of the present investment on population, saving and 
consumption in the future.* It is possible that the present investment may 
increase the national income but may make the distribution of income unequal. 
Similarly, investment in some projects may raise the per capita consumption in 
the present as compared with other projects which may raise it over the long 
period. Therefore, the SMP criterion is at best a value concept. 


The Reinvestment Criterion 

The reinvestment criterion is advanced by Galenson and Lcibcnstein. 10 It is 
also known as the rate of surplus criterion or the marginal per capita investment 
quotient. The latter is defined as the “net productivity per worker minus con- 


•"Some Aspects of Investment Policy in Underdeveloped Countries.” Interna tonal Labour 
Review, May 1958. 

*Uj\. Economic Bulletin for Asia and Far East, June 1961. op. cit. 

,# W. Galenson and H. Lcibcnstein. “Investment Criteria. Productivity and Economic Deve¬ 
lopment. Quarterly Journal of Economies, August 1955. pp. 342-70. Also H. Lcibcnstein, 
Econonnc Backwardness and Economic Development. Ch. XV and comments by H. Meissen, J. 

v!lv nf'.h n "TTT m ”°; cmbcr ,965 ' 1 February 1957 and August 1968 issues respecti¬ 
vely of the Quarterly Journal of Economics. 
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sumption per worker.” Galenson and Leibenstein emphasize the maximisation of 
per capita output in the future rather than in the present. This .s possible when 
the rate of savings is maximised leading to the reinvestment of income. Assuming 
that national income is divided into wages and profits, the former are spent on 
consumption and the latter are saved for the purpose of investment The larger 
the volume of profits, the higher will be rate of savings, as a result the larger will 
be the amount of capital available per head and the higher will be the gro th 
rate of output which will lead to increased output per head in the future. In the 
early phase of development a “critical minimum effort" is required on the part of 
underdeveloped countries to increase the proportion of profits to national income 
and to restrict consumption per head. This would lead to larger savings and 

larger reinvestible surplus. Given the quality and quantity of labour force, it is 

the capital-labour ratio that determines per capita output. Galenson and Leiben¬ 
stein use the following formula to determine tbe rate of investible surplus (r) 

p—e.w. 


where p is the product per machine, e the number of men per machine w real 
wage rate, and c the cost of machine, r can be increased by raising p and depres- 

sine e.w. in proportion to c. ... 

In order to raise the proportion of capital to labour, the per capita ou pu 
potential and the per capita investible surplus, Galenson and Leibenstein favour 

capital-intensive techniques even in those countries where capital is scarce and 
labour abundant. Production processes having a high ratio of capital to labour 

result in a large share of income going into profits and a small share into wages. 
Thus a larger proportion of the initial income is available for investment through 
profits. Urbanisation following industrialization through the establishment of 
capital-intensive industries will affect a number of other social and economic 
factors including population growth. Further, capital-intensive production pro- 
cesses imply a long life of capital goods. Therefore, a smaller proportion of the 
gross investment resources will be required for replacement of worn out capital 
goods and a larger proportion is available for future capital formation. Another 

Important argument in favour of such techniques is that through they absorb 
less labour in the short run. yet they are capable of absorbing more labour in 

the future as the growth rate will be faster in the long run. 

It* Criticism. There are, however, certain objections to this criterion. 

First, the reinvestment quotient is based on the assumption that consump¬ 
tion remains constant overtime. But this is untenable. For as pointed by A.K. 
Sen, with additional employment the total consumption of the community is 
likely to increase and unless the increase in output as a result of additional 
employment is greater than the increase in consumption resulting from it, the 
volume of investible surplus will fall. This will adversely effect the growth rate 

of the economy. 11 . , 

Secondly, this criterion rests on the assumption that whatever is received as 
wages is spent on consumption and whatever is not paid to labour is reinvested. 

l, A.K. c en, “Some Notes on the Choice of Capital Intensity in Development Planning.* 
Quarterly Journal of Economics, November 1967. 



494 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

In fact, there are likely to be leakages in the wage-stream and profit-stream flow¬ 
ing into consumption and investment channels respectively. With the increase 
in real total output, workers might feel better off than before even at the same 
wage rate and may save something. The doctrine makes no allowance for capital 
depreciation either, which is sure to reduce the reinvestible surplus. Thus, the 
authors fail to discuss the problems which may ensure wages to be spent exclu¬ 
sively on consumption and thereafter the surplus to be reinvested. 

Thirdly, it goes against the principle of marginal productivity of capital. As 
the amount of capital is increased in successive doses after a point its producti¬ 
vity starts declining. This implies a fall in output per capita and in the reinvest¬ 
ment quotient. 

Fourthly , the contention that highly capital-intensive processes have a large 
reinvestment potential does not appear to be correct. A highly capital-intensive 
industry like the iron and steel will not yield output until several years have 
elapsed. On the other hand, modern small enterprises possess a high reinvestment 
coefficient and thus use more capital and more labour per unit of output than 
large factories. 12 

Fifthly , the concentration upon large scale capital-intensive industries is beset 
with a number of practical difficulties in underdeveloped countries. Due to laefe 
of skilled labour and entrepreneurial ability, the efficient management of large 
undertakings is difficult. Further, due to the non-availability of sufficient capital 
for small enterprises, consumer goods industries are unable to develop, thereby 
leading to inflationary pressures in the economy. 

Sixthly, the reinvestment criterion is lopsided, for it does not study the effect 
of balance of payments on investment. In an underdeveloped economy there is 
an acute scarcity of capital goods which have to be imported and they worsen 
the already tight balance of payments position. 

Seventhly, Otto Eckestein is of the view that instead of depending on the 
reinvestment criterion for planned investment, it may be better to use fiscal 
measures to attain an income distribution which will yield sufficient savings for 
the purpose of reinvestment. 

Eighthly, the reinvestment criterion neglects the importance of consumption, 
rather it advocates its curtailment. But current consumption may be more 
important than future consumption and the reinvestible surplus may have to be 
cut down in the interest of the community. 13 Neglecting the consumer goods 
sector in favour of the capital goods sector is wrought with serious consequen¬ 
ces both for the economy and for the state. It is bound to lead to scarcity of 
essential commodities and to inflation and social unrest in an underdeveloped 
economy wedded to democracy. 

Ninthly, the use of the reinvestment criterion perpetuates the problem of un¬ 
equal distribution of income in such economies. There is a greater degree of 
unequal distribution of income between the wage earners and the capitalists and 
between those who obtain immediate employment and those who are left un- 


,! P N. Dhar and H.F. Lydall, op. cil. 

n O. Eckestein, "Investment Criteria for Economic Development and the Theory of Inter- 
temporal Welfare Economic:,", Quarterly Journal of Economics, February 1957. 
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absorbed. 11 Lastly, this criterion does not reckon those cases of development 
planning in which the present income is valued more than the future ,nc0 ”'^ 
facilitating the expansion of the capital goods sector and lowh.cha^v.er- 
growth rate but a higher rate of income in the immediate future is to be pre- 

^Conclusion. Despite these limitations, the reinvestment criterion ireful as 
a first approximation towards accelerating the rate of income growth in an 
underdeveloped economy. It is more realistic than the social marginal prod 
tivity criterion, for it takes into consideration the effects of population gro 
on the rate of investment in the future. 

^k*S en has'putforward the "time series" criterion. 16 The criterion seeks to 
maximise output within a given period of time. Given the cap.tel^u put « 
and the rate of savings, the time-path of (say) two teehniques fcap. af n nsivv 
and labour-intensive) can be drawn and it can be found out wh ch of the techni 
ques yields the highest returns over the time-horizon. Suppose that there are two 
projects //(capital-intensive) and L (labour-intensive) and time h°r.“n i ten 
.years, at the end of which total returns in each case are 100 million. This 
shown in Tabic 57.1. 


Period 
(in year) 


Table 57.1 

Project l 
(Capital-Intensive) 

H 

(Returns in millions) 


Project II 
(Labour-Intensive) 
L 

(Returns in millions) 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 


4.0 

5.0 

6.0 

7.5 
9.0 

10.5 
12 . 0 ) 

13.5) 
15.0) (a) 

17.5) 


100.0 


100.0 


(a) excess over L 58.0—49 0=9.0 

(b) excess over H 51.0-42.0 = 9.0 

The returns of the //project are less (42 million) in comparison to those of 
the project L (51 million) over the first six years while in the remaining four 


**H. Myint, The Economics of Developing Countries. 1967, p. 139. 

“A.*K." Scn, S "Sorne Notes on the Choice of Capital Intensity in Development Planning ” 
Quarterly Journal of Economics. November 1967. Also his book. Choice of Techniques. Chs. II. 

V. VII and VIII. 
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years the returns of the H project rise more than that of the L project. The 
returns rise from 42 m to 58 m in the case of project H and fall from 51 m to 

49 m in project L. Since the total returns 
are the same. (/.£., 100 million) from both 
the projects, the overall position is one of 
indifference. The important point is as to 
whether the initial loss in output by 
adopting a capital-intensive project is 
recovered within the time period of ten 
years or not. The time taken by the capi¬ 
tal-intensive technique to overcome its 
initial dificicncy in output over the 
labour-intensive technique is called .by 
Sen “the period of recovery**. This is 
explained with the help of the diagram 
above reproduced from Sen. 

FIG. 57.1 [H and L curves show the flow of real output 

duriog a given time horizon with the two tech¬ 
niques. Technique H (See Table 57.1) gives lower output in the beginning but a higher rate of 
growth than technique L. Up to the time period D, technique L gives more output over 
technique H. At the point of time R, technique H makes up this deficiency when it gives CBC X 
more output over technique L. The period OR is the period of recovery which makes the area 
ABAxmCBCxhtt*]. . r 

Thus for any pair of techniques a period of recovery can be found out. In 
choosing between the techniques the period of recovery should be compared 
with the period we arc ready to take into account. If it is found that the period 
of recovery is longer, that is, if within the time-horizon, the loss in output, by 
adopting technique H is not recovered by the excess of output we should choose 
technique L. If reverse is the case, technique H may be chosen. To the extent 
real wages are within control and the taxation system is capable of providing 
any rate of saving, the quantitative importance of the conflict between the maxi¬ 
misation of immediate output and the future growth rate is less. But so long as 
there is some conflict between the present and future, the choice will depend on 
the time discounted use. To say, therefore, according to Professor Sen, “that 
over-populated countries should always prefer labour-intensive methods con¬ 
ceals an implicit preference for present over future, and represents a very short 
planning horizon. On the longer planning horizon, the more we calculate the 
future rate of growth over the present level of consumption and employment, 
the more we should favour capital intensive methods which arc capable of * 
yielding a larger surplus of output over wage costs for a given capital outlay and 
so make possible a higher rate of reinvestment for the future.** 

This criterion by taking into consideration the element of time for determin¬ 
ing production techniques in an underdeveloped economy becomes more 
realistic than the other criteria discussed above. 

Its Limitations. But Sen himself points out three limitations of his concept. 

First, the taking up of a particular time-horizen, say often years, is arbitrary. 

Secondly, it is not possible to derive the time series for all times to come. 
Therefore, the planning period has to be definitely fixed. But this creates some 
serious problems. When the time limit is about to end, labour-intensive, techni- 
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Chapter 58 

ECONOMIC PLANNING AND PRICE MECHANISM 


INTRODUCTION 

HTHE price mechanismi is a system of economic organisation in which each 

•*- individual in his capacity as a consumer, producer and resource owner is 
engaged in economic activity with a large measure of freedom. It is related to a 
free market economy where the factors of production are privately owned. 
Individuals are free to choose any occupation, to buy and sell goods and services 
from any one and to any one based on mutual benefit at prices determined by 
market forces. Ultimately the price mechanism leads to the maximization of 
efficiency and output through the equilibrating forces of demand and supply for 
goods and services. But the analysis of the price mechanism is based on certain 
restrictive assumptions: the existence of perfect competition of the product and 
factor markets; perfect knowledge about present and future price and non-price 
variables; the prevalence of constant returns to scale; the absence of external 
economies; perfect divisibility of capital; no changes in population and in the 
tastes, habits and fashions of consumers; and the maximization of profits by 
producers. Our main task is to find out the relevance of the price mechanism in 
the context of economic planning. 

Price Mechanism in a Planned Economy 

The price mechanism is a distinguishing feature of a free market economy and 
hence it is contended that the price mechanism has little relevance in a planned 
economy. Under economic planning the various elements of the price mecha¬ 
nism-costs, prices and profits—are all planned and calculated by the planning 
authority in accordance with the targets of the plan. Thus in a planned economy 
rational economic calculation is impossible because unlike a free market econo¬ 
my the price mechanism is regulated and controlled. The various assumptions 
under which the price system works do not hold good under planning. This 
matter had been hotly debated from the beginning of the twenties. Professor 
Ludvig von Mises was the first to declare that economic planning was doomed to 
failure in the absence of a free market mechanism. He was supported by Hayefc 
and Robbins who hold that to assign rational valuations to the means of pro¬ 
duction without private poverty might be logically conceivable, but it was 
practically impossible. Professor Robbins wrote: “On paper we can conceive 
this problem to be solved by a series of mathematical calcluations. But in prac¬ 
tice it is quite unworkable. It would necessitate the drawing up of millious of 
statistical tables based on many more millions of individual computation. By 

■Foradeiailedstudyof the role of price mechanism refer to author's Advanced Economic 
Theory, Ch. 5. 
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the time equations were solved, the information on whichtheywere based wouM 
have become obsolete and they would need to be calculated agam. Thus the 

price mechanism would be a farce under economic planning. 

P On the other hand, Taylor, Urner, Lange and many othe.s have shown .he 

working of the price mechanism under economic planning. According to Oskar 
Unge ••The actual capitalist system is not one of perfect competition U ts one 
wbefe oligopoly and monopolistic competition, prevail This adds a much more 
powerful argument to the economists for economic plannmg. and the pnee 
mechanism can be changed to meet requirements of the national P' an . H * p 
out that Mises’ failure to recognise a rational system under economic p anning 
stems from his confusion regarding the true nature of prices in a^socialist isociety; 
Prices may be determined by independent buyers and sellers or they may be an 
Tnd« of terms on which alternatives are offered" Mises errors ,n assuming that 

prices can be determined only in the former sense. . . k . 

Lange, therefore, does not agree that in the absence of a competit.v market 
there is no practical method of discovering the right prices. He a! 

Taylor and asserts that the method of ‘trial and error for determ,nmg account 
ing prices under a planned economy would need the solution of only those 
equations which relate to the consumers and the managers of P r °d u «' on - The 
rational allocation of resources under economic planning in the 
petitive market requires the satisfaction of three conditions of equ, ibrium 
first, each producer and consumer must adjust h.s selling and buying in such 
a manner that he cannot add to either his income or h.s satisfactions. This is the 
■•subjective condition” of equilibrium. Secondly, each price must be such that 
the total supply and demand for each commodity are equal. This is the objee 
live condition’^ of equilibrium. Third,y, the incomes of consumers must equal 

their receipts from selling productive services plus profits. These where 

tions are fulfilled by the "parametric function of prices whereby 

dual tries to adjust himself to the actual market price through the process of 

trial and error. "The process of trial and error goes on until the objective -CO® - 

lion of equilibrium is satisfied and equilibrium finally reached. Actually, it is 

historically given prices which serve as a basis for the P«>ce 
trials.” For the satisfaction of these subjective and objective conditions in a 
planned economy, the planning authority should lay down .wc. rules for the 
guidance of plant managers: (!) each manager should combine productive goods 
and services in such a manner that the average cost of prod.ucing a given output 
is the minimum; and III) each manager should choose that sca'e of output wh e 
equalises marginal cost to prices. In a planned economy raw materials machines 
and other inputs are sold by public enterprises at prices which arei equalto the 
marginal cos. of production. So pricing in a planned economy .. based on mar 
ginal-cost pricing like that in a capitalist economy. If the price or“ a ‘ 8 
of commodity is above the average cos. of production, the plan, ^nage s w l 
earn profits, and if it is below the average cost of production ‘hey will incur 
losses. In the former case, the industry would expand and in the latler “ se h * 
industry would cut down production, and ultimately a position of <4U>bb™» 
would be reached where price equals both average aud marginal cost of produc- 


•On the Economic Theory of Socialism. Italics mine. 
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(ion. Thus as pointed out by Lange, “The rules of consistency of decisions :and 
of efficiency in carrying them out are in socialist economy exactly the same as 
those that govern the actual behaviour of entrepreneurs on a purely competitive 
market.” 

But how can the planning authority find out the equilibrium market and 
accounting prices? Starting from historically given prices, it can instruct the 
plant managers to regard them as correct prices. It they are wrong, surpluses or 
shortages will emerge. Prices will be readjusted accordingly. This process will 
continue till the equilibrium position is reached. This leads to the rational 
allocation of resources and this is how price mechanism operates under econo¬ 
mic planning. According to Lange, “This trial and error procedure would or at 
least could, work much better in a socialist economy than in a competitive mar¬ 
ket. For the Central Planning Board has a much wider knowledge of what is 
going on in the whole economic system than any private entrepreneur can ever 
have, and consequently, may be able to reach the right equilibrium prices by a 
much shorter series by successive trials than a competitive market actually does. 

Thus it is wrong to say that the price mechanism has no relevance in a plan¬ 
ned economy. Rather, it works better in a planned economy than in a capitalist 
economy. The former is able to minimize the malallocation and wastage of 
resources associated with the working of the price mechanism under the latter. 
The planning authority being better equipped in locating mistakes, price-output 
fluctuations and in rectifying them, the economy is able to secure optimum 
utilisation and production of resources. Moreover, a planned economy brings 
about an optimum income distribution in the society. The price mechanism 
helps in achieving all this under economic planning in two ways. First, it 
serves as a basis of accounting—a means to evaluate and compare cost of pro¬ 
duction and output based on accounting prices and costs. Secondly, it acts as an 
incentive to the people to do things in accordance with plan targets. Thus the 
role of the price mechanism in economic planning lies in assuring the maximum 
productive efficiency of the eoonomy through proper cost accounting and in 
providing sufficient incentives to the people. 

Price Mechanism in an Underdeveloped Economy 

The price mechanism being closely associated with free market developed 
economies docs not work properly in underdeveloped economies. There is little 
dispute over this. But economists differ over the role of the price mechanism 
under development planning. There is the view that the price mechanism should 
be allowed to operate in the interests of efficient resources allocation and for 
providing incentives to the people. The majority view holds that the price sys¬ 
tem is ineffective, unreliable and irrelevant for the solution of the complex 
problems faced by underdeveloped countries. The state should, therefore, ' 
assume control over the market system and chaogc it in accordance with the 
targets of the national plan. It should use development planning to improve and 
strengthen the market mechanism rather than supplant it with overall controls. 

According to the first view, a properly functioning market system tends to 
stimulate both economic efficiency and economic growith in various ways. The 
availability of variety of goods through the market stimulates the consumer to 
work harder in order to increase his income. The market system provides an 
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incentive to entrepreneurs to innovate and invent and to bring about technologi¬ 
cal improvements. Thus it leads to the accumulation of both human and physical 
capital. People acquire the critical skills in order to earn a higher reward and 

accumulate physical capital to earn higher proflts. Besides, the price mechanism 
docs all this automatically without requiring much of administrative interfer¬ 
ence. As an administrative instrument it is relatively cheap to operate in com¬ 
parison with the costs and difficulties of controls under planning. 

Economists are, however, sceptical about the reliance on the price mechanism 
to stimulate rapid economic development in underdeveloped countries. The 
price mechanism is in a rudimentary form in such economies. It is too weak to 
bring about the necessary changes required for rapid development. If such eco¬ 
nomies are left free to market forces they may lead to wide fluctuations and 
keep them stagnant. 

Investment decisions cannot therefore be left to the free working of the 
market forces. There are various reasons why the price mechanism does not 
function properly in underdeveloped countries. One of these is the inelastic 
supply of products. When the demand for a product increases, its supply is 
unresponsive. The reasons are the small size of markets, the lack of the means 
of transport and communications, the lack of capital, intermediate goods and 
personnel with entrepreneurial, managerial and labour skills. Moreover, a decrc- 
ase in price does not induce increases in demand for a given product because of 
the low level of income. Under the circumstances, producers in underdevclope d 
countries know that even if they try to produce more at a price which seems 
attractive, they will saturate the market, the price will fall and they will lose. 
Thus the price mechanism performs poorly in such economies due to the lack of 
social and economic overhead capital, intermediate goods and the small size of 

mar,lCtS - . . . . 

Second, the price mechanism works imperfectly because of the ignorance 

and unfamiliarity with market mechanism in such economies. A large part of 

the economy comprises the non monetised sector where people are engaged in 

barter trade. They are not aware of the working of the market system. As a 
result, the price mechanism is not able to bring about an efficient resources allo¬ 
cation. Further, certain institutional factors are responsible for bringing about 
price distortions and retard the smooth operation of the price mechanism. The 
product, factor, money and capital markets are not orgamsed properly. Mostly 
peasants produce for subsistence and even when the marketable surplus is avail¬ 
able it cannot be sold at remunerative prices due to the lack of market organi¬ 
sation and intelligence. Trade in agricultural products is concentrated into the 
hands of a few intermediaries which is more akin to monopoly rather than per¬ 
fect competition. In the factor market, wages are much lower in the non-orga- 
nised agricultural sector while they are even higher than the opportunity cost of 
labour in the industrial sector where labour is organised in strong unions. 
Labour in these two categories assumes the nature of non-competing groups 
because the former is unskilled and the latter is skilled. In the money market, 

the market rate of interest is much higher than the bank rate. Rather, it varies 

over a wide range. It is very high in the rural sector where sufficient credit 
facilities are not available and the farmers have to depend upon the money¬ 
lender who enjoys a sort of monopoly. Where credit facilities are provided by the 
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government in certain cases to agriculturists and small businesses for specific 
purposes, the rate of interest is modest. The capital market is unorganised and 
scattered which makes the transference of funds to productive channels difficult. 
Thus, due to the distortions of the product, factor, money and capital markets 
the price mechanism does not operate properly in underdeveloped countries. 

Again underdeveloped countries are not free market economies. Here the 
government intervention is inevitable to push them off the dead centre of econo¬ 
mic activity which obstructs the working of the price mechanism. The prices of 
products are controlled and regulated to adjust supplies to demand in order to 
avoid inflationary pressures. The government also fixes minimum wages in the 
case of sweated labour. Infant industries are provided protection through sub¬ 
sidies and import restrictions. So less efficient firms operate at higher costs and 
at loss. Even consumers are required to pay higher prices due to import restric¬ 
tions on commodities. Certain enterprises are run as public undertakings whose 
commodity prices are fixed by the state. So the state plays a major role in 
making the price mechanism inoperative in underdeveloped countries. 

Besides the market system leads to the inequalities of income and wealth and 
the concentration of economic power in the hands of few people. There also 
arise divergences between social and private returns. Since the governments of 
underdeveloped countries aim at the reduction of inequalities of income and 
wealth, they put impediments on the working of the price mechanism. 

The above factors lead to the obvious conclusion that the price mechanism 
itself cannot bring about an equilibrium between aggregate demand and aggre¬ 
gate supply. It is unable to overcome structural rigidities and break the vicious 
circles operating in the underdeveloped countries. And finally, individual invest¬ 
ment decisions cannot be relied to mobilise and utilise efficiently the available 
resources for accelerated development of the economy. As aptly put by Professor 
Galbraith, “The market cannot reach forward to take great strides when these 
are called for. As it cannot put a man in space so it cannot bring quickly into 
existence a steel industry where there was little or no steel making capacity 
before. Nor can it quickly create an integrated industrial plant. Above all, no 
one can be certain that it will do so in countries where development has lagged 
and where there is not only a need for development but an urgent demand that 
it occur promptly. To trust to the market is to take an unacceptable risk that 
nothing or too little, will happen.** 

It is, therefore, contended that the market system should be controlled by 
deliberate state action in the form of economic planning to increase the rate of 
economic growth and to have an equitable distribution of income and wealth. 
There is, however, no need to dispense with the market system altogether as it is 
done in a centrally planned economy. Rather, development planning should 
improve and strengthen it in order to achieve the twin objects of the price 
mechanism under economic planning—to serve as a basis of accounting and to 
provide an incentive to the people. This can be achieved in a mixed economy 
where the government formulates the development plan and creates the necessary 
conditions for development. It provides political and monetary stability, and 
economic and social overheads. Data about the available resources and develop¬ 
ment potentialities of the economy are made known. The targets to be achieved 
during the plan period are laid down. The financial resources for the plan are 
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estimated. The state carries out investment itself, directly manages resources for 
production and even controls prices of products and services. Last but not 
least it facilitates, guides, controls and encourages private enterprises. A proper 
price mechanism is essential to calculate costs and prices of products and 
services and to provide incentives to both the public and private sectors of the 
economy. It is easy to iovest in the required channels in the public sector m 
keeping with the plan targets and also to provide sufficient incentives. But to 
induce the private sector to invest and produce in accordance with the require¬ 
ments of the plan, necessitates an appropriate price mechanism. Besides pro¬ 
viding the necessary infrastructure in the form of social and economic overheads, 
the private sector may be given cheap credit facilities, rebates, subsidies, tax 
concessions. Moreover, divergences, if any, between social and private returns 
can be offset by appropriate tax resources and subsidies. But the perfection of 
the market system through such measures cannot lead to economic equality and 
rapid development simultaneously. A just income distribution must follow rapid 
growth because too much emphasis on the reduction of income inequalities will 
retard development . 3 Lastly, it is difficult nay impossible to forecast price 
changes when the elasticities are low in underdeveloped countries. It is, there - 
/ore , necessary to decide how much to rely on prices and how far to assume 
that the price system is ineffective so that planning authority must ensure that 
the economy will produce what is demanded at whatever prices. If the price 
system works to an extent, investment can concentrate on the most profitable 
enterprises and except the trimming and balancing to be undertaken by the 
planning authority* 

Such a decision, however, depends on the stage of economic development 
through which an underdeveloped country is passing. If it is in the early phase 
of development, the price mechanism is of little importance. The main problem 
is to increase the productive capacity of the economy and to evolve an exchange 
economy by state action. This will mean •deliberately distorting the price and 
cost differentials and holding on to these distortions (as in the case of an effec¬ 
tive protectionist policy or a farm support programme to increase the food 

supply) instead of letting the prices and costs be distorted by random imper¬ 
fections of the market and short run and speculative factors associated with 
inflation and balance of payments difficulties.’’ It implies strengthening the 
price mechanism where it is the weakest in the economy through economic 
planning. Ultimately, it is oply when the economy has reached a higher stage 
of development that the price mechanism plays its dual role of providing highest 
efficiency through proper cost accounting and appropriate incentives under 
development planning. Thus “rational economic planning must aim at enlarging 
markets and utilising for its purpose* the price formation that takes place in the 
markets which are thus expanded.’ * 


•H.G. Johnson, Money, Trade and Economic Growth, 1962. 

4 C.H. Kindleberger, op. cit.. Italics mine. 

.*G. Myrdal, Economic Theory and Underdeveloped Regions. 1957. 
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Chapter 59 

OBJECTIVES AND ACHIEVEMENTS OF 
INDIAN PLANNING 


HISTORY 

P LANNING as an instrument of economic development in India goes back to 

the year 1934 when Sir M.Visvesvaryya published his book Planned Eco¬ 
nomy for India. This was a bold and constructive blueprint for a ten-year 
programme of planned economic development of India. This pioneering work: 
created keen interest in academic circles in the cult of planning. As a result, 
some more books appeared on the subject. They were Dr P.S. Loknathan’s 
Principles of Planning. N.S. Subha Rao’s Some Aspects of Planning aod K.N. 
Sen’s Economic Reconstruction. 

In 1938, the first attempt was made to evolve a national plan for India, when 
the National Planning Committee was set up under the Chairmanship of Pandit 
Jawaharlal Nehru. The work of the Committee was interrupted due to the 
Second World War and the political disturbances following the resignation of 
the Congress ministries. It was only in 1948 that the committee could release a 
series of reports on planning in India. 

In the next few years, eight leading industrialists of Bombay became convinced 
of the need for planning and took the initiative of preparing “A Plan of 
Economic Development for India.” It was published in January 1944 and came 
to be known as the “Bombay Plan.” It was a 15-year Plan envisaging an expen¬ 
diture of Rs 10.000crores.lt aimed at doubling the per capita income and 
trebling the national income during this period. It proposed to increase agri¬ 
cultural output by 130 per cent, industrial output by 500 per cent, and services 
by 200 per cent of the 1944 figures during fifteen years. 

In August 1944, the Government of India created the Planning and Develop¬ 
ment Department under the charge of Sir A. Dalai. The Department prepared 

a short-term plan for post-war reconstruction of the economy and a long-term 
plan for the economic development of the country. 

Almost simultaneously with the Bombay Plan, the “People’s Plan" drafted by 
M.N. Roy on behalf of the Indian Federation of Labour was announced. It 
envisaged an outlay of Rs 15,000 crores in 10 years, and aimed at laying the 
greatest emphasis on the development of agriculture and consumer goods indus¬ 
tries through the nationalization of all agricultural production and distribution. 
The People’s Plan was thus fantastic and impracticable. 

A plan of Gandhian principles was put forward by Principal S.N. Aggarwal 
of Wardha Commercial College. The Gandhian Plan was a modest one w.th an 
outlay of Rs 3,500 crores. It aimed at developing a decentralized self-sufficient 
agricultural society with emphasis on the development of cottage industries. It 
was essentially an idealist plan which neglected the development of basic and 
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heavy industries. 

In 1946, a Planning Advisory Board was set up by the Interim Government 
for a rapid review of the projects prepared by the various government depart¬ 
ments and to report on them. The Board submitted its report in December 1946. 

Immediately after independence, the all India Congress Committee appointed 
the Economic Programme Committee with Pandit Jawaharlal Nehru as the 
Chairman in November 1947. The AICC resolution stated: “Our aim should be 
to evolve an economic structure which will yield maximum production without 
the operation of private monopolies and concentration of wealth and which will 
create a proper balance between urban and rural economies. Such a social struc¬ 
ture can provide an alternative to acquisitive economy of private capitalism and 
the regimentation of totalitarian state.’* This is how the idea of mixed economy 
came to be formulated in India’s economic development. The Economic Pro¬ 
gramme Committee submitted its detailed proposals on 25 January 1948 and 
recommended the institution of a permanent planning commission. 

On 6 April 1948 the First Industrial Policy of the National Government of 
India was announced, which outlined the future pattern of India’s economic 
development. On 26 January 1950 the New Constitution of the Republic of 
India came into force, which enunciated the Directive Principles of State Policy 
—another milestone to be followed by the State for the economic rejuvenation 
of the country. 

In March 1950, the Planning Commission was set up by the Government of 
India under the Chairmanship of Pandit Jawaharlal Nehru to prepare a Plan for 
the “most effective and balanced utilization of the country’s resources.” In July 

1950. the Commission was asked to draw a six-year plan for the economic deve¬ 
lopment of the country which was incorporated in the Colombo Plan. In July 

1951, the Planning Commission issued the draft outline of the First Five-Year 
Plan for the period April 1951 to March 1956. It was in December 1952, that 
the final version of India’s First Five-Year Plan was presented to the Parliament 
by the Commission. 


FIRST PLAN (APRIL 1951—MARCH 1956) 

India’s First Five-Year Plan was essentially a preparation for more rapid deve¬ 
lopment in the future. It was prepared by the Planning Commission on a “rush 
order” basis. Even then it came up one and half years late from the date of its 
operation/*., April 1951, the Plan was presented to the nation in December 

1952. The Planning Commission produced a “Modest Plan” under the prevailing 
conditions. The Plan was a means to integrate the various post-war reconstruc¬ 
tion projects undertaken by the Union and State governments and thus to repair 
the damage done to the economy by the Second World War and the Partition. 

Objectives. According to the Planning Commission, the main objectives of 
the First Five-Year Plan were two-fold: (i) to correct disequilibrium in the eco¬ 
nomy caused by the War and the Partition, and (#i) to initiate a process of all¬ 
round balanced development of the ecooomy for the future. There were, how¬ 
ever. certain subsidiary objectives: (a) to raise productivity of food and raw 
materials; ( b) to implement such schemes as would lead to the creation of econo¬ 
mic overheads and increase employment opportunities i.e ., transport, irrigation 
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and multi-purpose river valley projects; (c) to expand social services on a wider 
scale- and Id )to provide for an efficient and adequate administrative mach.nery 

in all the States for carrying out development programmes in the country. 

Outlay. Initially, the Plan envisaged an outlay of Rs *' 061 ? Cr ° i r " f “ „ 

public sector, which was finally raised to Rs 2,378 crores But the actual expen 
dilute incurred did not exceed even the original esfmate. It was Rs 1.960 cro es. 

Priorities and pattern of the outlay in the pubhc sector during the F,rst Flve 

Year Plan are shown in Table 60.1 of Chapter 60. ToUl investment (publ.c«dd 
private) during the Plan amounted to Rs. 3.360 crores, 94 per cent of it came 
from domestic resources and 6 per cent from foreign sources. 

A Critical Appraisal. The First Five-Year Plan sustamed the hopes of the 
planners by achieving its objectives to a large extent Domestic P roducl ' on ' '"J 
creased and the economy was strengthened. National income increased by about 
18 per cent, per capita income by about 11 per cent, per capita consumption by 
about 8 per cent and the rare of investment by about 2.3 per cent During the 
Plan period, population rose from 35.9 crores to 38.4 crores. Nevertheless, the 

prodVcfion of foodgrains rose by 20 per cen^ of cotton 
by 45 per cent and of oilseeds by 8 per cent. The index .number °f agr.cu 
production for all crops increased from 26 (1949-50-100) in 1950- 

19 Industrial production increased by 38 per cent. The overall installed power 
capacity rose from 2.3 million kilowatts to 3.4 million kilowatts. f “'* 

litics were extended to 16 million acres of land-10 million acres throughsmallet- 
works and 6 million acres through major works. During the Plan period, work 
was accelerated on a number of multi-purpose river projects such as the 
Bhakra-Nangal, Damodar Valley and Hirakud, while many new major projects 
were started on the Chambal, Riband, Koyna and Kosi. 

In the field of transport and communications, the progress was 
«ory. During the Plan period, 30 new main bridges were constructed, 636 miles 
of missing links were provided on national highways and 4,000 miles of existing 
Ids wefe improved. In rail transport. 380 miles of new lines were laid and 430 
miles of dismantled railway lines were repaired. Production of locomol, e 
creased during the Plan period from 27 to 179, of coaches Trom 673 to 1.221 

and that of wagons from 3,707 to 14,317. . r 

A significant step undertaken during the Plan was the launching of the Com 
munity Development and National Extension Services programme on 2 (WJber 
1952. By the end of the Plan, this programme had beed extended to.78 mdho 
persons in 1,40,000 villages. Another achievement in the social sphere was h 
introduction of tenancy reforms and the abolition of intermediaries in almost all 

th Ovl a r' the Plan period, money supply increased by a little over 10 per cent. But 
the price level came down by 13 per cent in 1955-56 as compared with 1950-51. 
The cost of living index also registered a decline. . 

The balance of payments position was more satisfactory than anticipated. In 
the original estimates an average annual deficit of Rs 180 to 220-ores was 
visualised. In actuality, the deficit for the entire Plan period amounted to Rs 30 
crores after taking credit for -official donations totalling to Rs 96 crores. As 
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regards sterling balance, the actual withdrawal was Rs 138 crores against Rs 290 
crores stipulated in the Plan. 

To conclude with the Planning Commission, “The First Five-Year Plan was 
instrumental in bringing about a marked improvement in the levels of produc¬ 
tion, both in agriculture and industry. It also initiated a number of structural 
and institutional changes.” 1 

Despite all these achievements, the First Plan was simply a transitional Plan. 
It did not introduce fresh schemes and was an attempt to synchronise and co¬ 
ordinate the post-war development programmes. The targets laid down were 
very modest. Thus there was little difficulty in achieving these targets. Good 
monsoons made the situation all the more easy. 

It was an imperfect Plan which was prepared in haste without making a 
through assessment of the physical resources of the country. It was essentially a 
financial plan. But even in the financial field, shortfalls in expenditure occurred 
in almost all the heads. As already pointed out, there was a shortfall of Rs 418 
crores between the estimated outlay and the actual outlay. According to the 
Planning Commission, these shortfalls were due to “the late commencement of 
the schemes and inadequate administrative and organizational arrangements for 

implementation.” It was for the Commission to foresee these difficulties at the 

time of planning. 

In the First Plan, no attempt was made to have annual breakdowns of the 
various targets of development. Due to the absence of annual 'controlfigures,' it 
became exceedingly difficult to assess the pace of development during the Plan 
period. 

The First Five-Year Plan did not try to solve the unemployment problem. The 
chapter on employment in the Plan was half-hearted. By 1953 the unemploy¬ 
ment situation became serious and the Planniog Commission came up with the 
Eleven-Point Programme and an additional outlay of Rs 309 crores for this 
purpose. But it was too late and the Government could find jobs for only 4.5 
million though the addition to the total labour force was 10 million. It was 
rather paradoxical for the economists that with rise in national income, un¬ 
employment had also increased instead of falling. 

One of the serious defects of the First Five-Year Plan was an utter neglect of 
the entire industrial field. It was something deliberate, for only 6 per cent of the 
total outlay was intended for large and small scale industries. This gross negli¬ 
gence of the basic and heavy industries during the First Five-Year Plan created 
serious difficulties during the Second Plan. 

Lastly, The Government did not use the techniques of control and regulation 
which were discussed in detail in the First Five-Year Plan. It appeared to be 
somewhat optimistic about achieving the modest targets. It failed to visualise 
shortages of foreign exchange, foodgrains, industrial raw materials, and the rise 
in price level during the next Five-Year Plan. 

Conclusion. Despite these defects, the First Plan was the first attempt at 
lifting the stagnant Indian economy from its morass. One of its main contribu¬ 
tions had been the creation of a favourable mental and psychological climate for 
rapid economic development throughout the country. It was a preparatory Plan 

l GOI, Review of the First Five-Year Plan, p. 13. 
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and laid the foundation for subsequent bigger Plans. 

SECOND PLAN (APRIL 1956-MARCH 1961) 

”™ ”' h 

and more ambitious than the F |rst l J' ' ,. T , the fo uudations of 

Objectives. It aimed at rebuilding rural nd a^ * ° V rtunities 

industrial progress and «o J * «£££“ the balanced deve.op- 

for weaker and underprivileged « “ ; P differcnt ftom the First 
ment of all parts of the country. I s approach q Five-Year 

P,an. The First Plan had no definite J* establi shmcnt of a 

Plan, on the other hand, had the br0 keeping in view this broad aim, the 
socialist pattern of society m a ** - ves of . (a) -a sizable increase in national 

Second Plan laid down the j .country (b) rapid industrialization 

income so as to raise the level of living m-he country. Wr £ - ndustries . (f) 

with particular emphasis on the deveJ reduction of inequalities 

a urge expansion economic power.” Thus 

in income and wealth and a mo interrelated objectives. 

«he Plan aimed a. achieving “ X » an ‘induces and iranspor, Plan in 
Outlay- The Second Five-Year P an was a ^ and jrrjgat|0n p|an .. 

contrast to the First « h,ch w “ ' SCn ''f ^ ® ublic S e Ct0 r was Rs 4,800 cro- 
Initially, the «P a *°<a< of Rs 7,:00 

res and in the private sector , investment was short 

crores for the * .break up is shown in Table 60.2 of 

by Rs 200 crores Rs 4.600 crores was Rs 6,750 crores. 

- 1 * - -"» 

f °T Critical Appraisal. The Second Five-Year 

bold plan—ambitious in its targets an difficulties cn- 

foreign 6 cxchange'difficulties and the pressurc of nsin^ prices. There were, there- 

fore, many ups and downs in achieving t c arg . ^ Fivc . Y car Plan was 

Despite these difficulties, the JJP W 49 iccs fow/ investment incrcas- 

continued and maintained. Rcckor ‘ . h Second Plan period. The investment 
ed from Rs 7.1 ~ ^ Lome ratio increased 

coefficient increased by 4.4 per c . ^ g $ pcf ccnt during lhc Plan period, 

by only or.e per cent i.e , ratcs had lo be bridged through external 

The gap between saving-in cxchaogc reserves. The national income 

increased by 19.5 per cent wh bclween , h c two was due to the 

cent at 1960-61 prices. J h ' S ? h ^ r per annum of population dur- 
phenomenal growth rate of more than 2 per cent pe 

f„ g the Plan peri,J*F^^ro°v“g w" n^tional’income and 

cl«. s—-«■ ° r - 
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national income to rise to the estimated level of 25 per cent is attributed to a 
low capital-output ratio of 2.3 : 1, assumed by the Planning Commission for the 
Plan period. But during the Plan, greater emphasis was laid on capital-intensive 
schemes with long gestation periods, as a result the capital-output ratio worked 
out to 3.86 : 1, and the national output could not rise and touch the postulated 
level. 

In the agricultural sphere, the production of foodgrains increased from 65.8 
million tonnes to 76 million tonnes, that of cotton from 4 million bales to 5.1 
million bales, of sugarcane from 6 to 8 million tonnes, and of oilseeds from 5.6 
to 7.1 million tonnes. There was, however, a small fall in the production of jute 
from 4.2 million bales to 4 million bales. The index number of agricultural 
production (1949-50=100) for all crops rose from 117 to 135 during the Plan 
period. 

There was significant advance in the industrial field. During the Plan, produc¬ 
tion of iron ore and aluminium rose by 150 per cent, that of steel ingots by 100 
per cent, of machine tools by 500 per cent and installed power generation capa¬ 
city by 68 per cent. The general index of the industrial production (1950-51 = 
100) rose by 40 per cent. The Second Plan being essentially “an industry and 
transport Plan,” India had started producing large quantities of machinery, 
machine tools for agriculture, industry and transport, heavy electrical equip¬ 
ment and scientific instruments. One of the major steps towards building a solid 
capital base was the establishment of three steel mills in the public sector with 
an initial capacity of 10 lakh tonnes each at Durgapur, Bhilai and Rourkela. 
Further the production capacities of the Tata Iron and Steel Company, the 
Indian Iron and Steel Company, and the Mysore Iron and Steel Works were 
raised by 7 lakh tonnes, 5 lakh tonnes and 75 thousand tonnes respectively. An¬ 
other achievement in the industrial field was the production of new items, such 
as tractors, newsprint, motorcycles, scooters, sulpha and antibiotic drugs, 
DDT, dyestuffs, etc. Rapid progress was made in the case of durable consumer 
goods like sewing machines, fans, radios, bicycles, electric goods, etc. 

In the social sphere , land reform measures were carried further. There was 
also a significant expansion of educational and health services. 

No doubt the Second Five-Year Plan was instrumental in bringing about subs¬ 
tantial increases in agricultural and industrial output over the First Plan but it 
failed to achieve its targets in many respects. The national income was less by 
5.5 percent from the stipulated target. Production of cotton was short by 1.1 
million bales, that of jute 1.4 million bales, of sugarcane by 3.2 million tonnes, 
oil seeds by 0.7 million tonnes, coal by 5.4 million tonnes and finished steel by 
1.9 million tonnes. The production of mill made cotton cloth was short of the 
expected target by 266 million yards and electric energy by 1.2 million kw. The 
Plan even failed to achieve its target of providing employment to 10 million 
persons, for it could absorb only 6 million. 

It was on account of its failure to achieve the fixed targets that the Second 
Five-Year Plan has been characterised as an over ambitious Plan. But what were 
the reasons for the slow growth rate of the economy? These factors can be listed 
below. 

(a )i Agricultural production was not uniform and continuous to meet the 
requirements of the industrial sector due to uncertain monsoons. In 1957-58, 
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agricultural production over the previous year was only 0.9 per cent *» 

so it was l 1 per cent which further fell to one per cent in the next year 
19 /« Fven the industrial production was discontinuous due to raw material 

i rose to 4 8 per cent in 1959 60 and further to 7 per cent in 1960-61. 

*-» '*• 

fertilizer production, heavy chemicalsandpowerpojec^ uaioD of 

(d) The failure of cottage and^ small "«»£*** of tran P sp0 r, facilities 
consumer goods, administrative 1 Five-Year Plan noted 

spread inflationary pressures ..| the e«mo«y. of wholesale pric es 

mrnMwms 

improvement^ 1 They wele almost slagiant. During the Plan period they improved 

psssssiss 

§===?== 

was only Rs 100 crorcs more than the revised target of Rs 4.500 

THE THIRD PLAN (APRIL 1961-MARCH 1966) 
development of the econo y rinr i India’s economy must 

national income of o 5 P* P ^ subsequent plan periods; («) 

r-S chemical, fuel and power, and to establish machine-building capacity. 
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so that the requirements of further industrialization could be met within a period 
often years or so mainly from the country’s own resources; (fv) to utilize to the 
fullest possible extent the manpower resources of the country and to ensure a 
substantial expansion in employment opportunities; and ( v) to establish progres¬ 
sively greater equality of opportunities and to bring about reduction in dis¬ 
parities in income and wealth and a more even distribution of economic power.” 

Outlay In order to achieve them, the Third Plan was to be bigger in size 
than the Second Plan. An estimated outlay of Rs 7,500 crores was fixed for the 
public sector. Investment in the private sector was fixed at Rs 4,100 crores, thus 
making a total investment (leaving Rs 1,200 crores on Current Account) of 
Rs 10,400 crores which was 54 per cent higher than Rs 6,750 crores spent in 
the Second Plan. But the actual outlay in the public sector was Rs 8,576 crores 
which is shown in Table 60.3 of Chapter 60. 

A Critical Appraisal. The Third Plan formally ended on 31 March 1966. It 
had not been an overall success. In its assessment of the Third Plan, the Plan¬ 
ning Commission pointed out that “the progress had been less than adequate and 
less than anticipated,” the most significant shortfalls being in the agricultural 
and the industrial sectors. "In financial terms, the targets of the Plan had been 
reached. But several physical targets of the production and capacity could not 
be achieved—owing largely to the unfavourable weather conditions which gave 
a serious setback to agricultural production, failure to take preparatory action, 
delays in finalizing schemes, time taken in negotiating foreign assistance and 
obtaining equipment, hangover of certain shortfalls in the Second Plan, aggres¬ 
sion on our borders and the long gestation period and phasing for most of the 
projects and programmes.” 

Achievements in the agricultural sector at the end of the Plan period (1965-66) 
fell short of the original estimates, as shown in Table 59.1. 


Table 59.1. Targets and Achievements in the Agricultural Sector 


Product 

Unit 

Target 

Achievement 

Fooc'grains 

m tonnes 

100.0 

72 

Cotion 

m bales 

7.0 

4.8 

Sugarcane (gur) 

m tonnes 

10.0 

12.1 

Oilseeds 

ft •• 

9.8 

6.3 

Jute 

m bales 

6.2 

4.5 


These figures reveal that with the exception of sugarcane, production in the 
case of other commodities was far below the estimated targets due to the poor 
contribution of agriculture. In 1961-62, agricultural production was 1.2 per cent 
higher than in 1960-61. Next year, it suffered a sharp decline of 5 per cent due 
to bad weather while in the third year it was 3.7 per cent higher than in 1962-63. 
In 1964-65, the index of agricultural production went up by 11.2 per cent while 
in the last year of the Plan (1965-66) it declined by 16.9 per cent. The sharp fall 
in agricultural production in 1965-66 was unprecedented which broueht the 
index number of farm output to the 1959-60 level. 

The performance in the industrial sector had been no less discouraging. During 
the first year of the Plan industrial production increased by 6.6 per cent as 
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against the envisaged 

transport, power, taw matenals udr A s a result, .he ra.e 
years there was some improvement in th PP y P 1964 . 65 the growth rate 

Of increase went up to 8.1 and,-per ““«• ^^WUn coa, output and 
ag ai D slowed down to 8 per^ent ly ^ of cement , jute an d cotton 

the absence of any S'8“' fi « Dt " se J P ear o( the P | an , with the dislocation 
textiles, aluminium, steel, etc. In th y cnl disr uption in the flow of 
caused by the Iodo-Pak confiict jndu « ria i production came down to 4.3 

external assistance, the growth r be 7 9 per cent as against 

per cent. On the whole, the growt ra e . ; attributed the slow rate of 

the estimated 11 per cent The Planning Comm.ss,ona.U.b^ ^ ^ 

growth of output in the industrial s«torm y l emphasis was 

materials, spares and components. the capacity of the 

laid on heavy and capital goods> «* us ‘ 1 fjal w , ent ® ski || e d personnel and 

economy. For this, the availabili y 8 which )cd , 0 vanous 

foreign exchange resources were P p y Table 59.2 shows production 
bottlenecks and poor performance of the project*. •« 
in certain selected fields of industrial sector as against £ ■ 


Tari.b 59.2. Targets and achievements in the Industrial Sector 
- - TW Achl'W 


Product 


Steel Ingots 
Finished Steel 
Aluminium 
Coal 
Cement 

Cotton Textiles (ex-mill) 
Petroleum Products 


m tons 


m yds 
m tons 


9.2 
6.8 
80.0 
100.0 
13.0 
5800 
15 25 


Achievement 

(1965-66) 


6.5 

4.5 
62.1 

67.7 

10.8 
4401 

9.7 


kw by 2.5 kw. It was 10.2 m kw , ected ffQm (hc , atge , s laid 

Despite these apparent shortfalls n cert. five-year period was 

down in the Third Plan, the overall f wa$ substanlia , increase 

satisfactory in thc field of industrial P " "leal s engineering. petroleum and 

in the growth capacity ° f s, ^; alu ^ , ^ of machine t00 ls manufactured went 
fertilizer mdustics. In particular, the and of sugar 

up from Rs 7 crores a, the beginning of the PgtloR*^^ ^ madc in pr0 . 

machinery the value was about . nnrhincrv heavy foundry 

ducing heavy electric equipment, heavy engm 8 pro j uct ; 0 n of crude petro- 
forge, heavy plates, chemicals etc. bo3rd from 350 to 560 

,eum went up from 04’ 5 **thousand tonnes, of fertilizers 

tonnes and of fertilizer phosphatic ,P 2 Os) 

53 G 0 Jd 2 Vro 0 und a was t 0 co n v'ered in providing road and sea transport facilities and in 
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the freight moving capacity of railways. Surfaced roads increased from 236 to 
287 thousand kms, the number of commercial vehicles on roads from 22,500 to 
33,300, and railway freight carried from 156 to 203 million tonnes. 

In general education, while enrolment was not held back, the teacher-pupil 
ratio lowered, leading to a deterioration in general standard. Progress in techni¬ 
cal education, on the other hand, bad been encouraging. The Plan target for 
annual admissions for degree level, engineering and technology was exceeded in 
1963-64. In the last two years of the Plao, admissions were further increased. 

In the sphere of social service, some progress was also made in medical, public 
health and family planning facilities, welfare of backward classes and tribes, 
houses for industrial workers and low-income groups. The most note-worthy 
achievements in the field of public health had been the eradication of malaria 
and increase in the average expectation of life to 50 years. The number of family 
planning centres increased from 1,100 to 3,676 in rural areas and from 549 to 
1,381 in urban areas. Several other social service schemes could not make 
enough headway due to the diversion of funds to other programmes in view of 
the Emergency created by the Chinese and the Pakistani invasions. 

The Third Plan failed to create enough jobs to meet the overall demand for 
employment opportunities arising from the growth of population, migration 
from rural into urban areas and educational development. The Plan started with 
a backlog of 8 million unemployed. With the rise in the labour force, unemploy¬ 
ment was estimated to rise to 25 million during the Plan period. The Third Plan 
could create 14 million additional jobs. Thus it had not been successful in pro¬ 
viding jobs even to the new entrants. 

The Third Plan failed to check the continuous rise in the price level. The trend 
started with the Second Five-Year Plan, received an upward thrust in the wake 
of the National Emergency and since then price level had been on the increase. 
Up to 1962-63, the rise in the price level was mild and after this it became 
sharper. In 1965-66, the general index of wholesale prices was 32 per cent higher 
than in 1960-61. The rise in the price index of food articles was 48.4 per cent, 
while in industrial raw materials it was 32.6 per cent, in manufactured articles 
22.1 percent, and in intermediate products 27.1 per cent. This phenomenal rise 
in the price level acted as a disincentive to the realization of several physical 
targets of production. Too much emphasis in meeting the total outlay of the 
Plan led to the heaviest amount of deficit financing (Rs 1,113 crores) and 
additional taxation (Rs.2,892 crores, mostly indirect) which along with sluggish 
farm output led to inflationary pressures in the economy. 

The failure of the agricultural and industrial sectors to reach the estimated 
targets of production had disquieting effect of keeping the overall growth rate of 
the economy below the stipulated level of 5 per cent per annum. In the first year 
of the Plan, the growth of national income was 2.5 per cent, and in the second 
year 1.7 per cent, in the third year 4.9 per cent, and in the fourth year 7.6 per 
cent. However, in the last year of the Plan (1965-66) it declined to 4.2 per cent. 
The failure of the growth rate of national income to reach the level of 5 per cent 
per annum and of the growth rate of population to fall below 2.5 per cent kept 
the per capita income at almost the same level at the end of the Plan period. 

As usual, the Planning Commission’s estimate of the incremental capital out¬ 
put ratio was wide off the mark. The Third Plan assumed a capital-output ratio 



OBJECTIVE, AND ACHIEVEMENTS OE INDIAN PLANNING 517 

. u i o \ 5V1 The Plaoning Commission again 

of 2 31 but it was much higher i.e., n-u B 
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. , „„ nf R* 1 335 3 crores and exports fell to Rs /ol.o crores. 

t0 Thetuc«ss of the Third Plan was dependent too much on external assistance 
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of the Planning Commission, domestic savings were expected to 
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ANNUAL PLANS < 1966-67-1968-69) 

The Third Five-Year Plan. 

should haVe ° td '" ar ^ t , 966 . But the finalisation of the Plan was delayed 

due to severe stresses which had been developing in the economy since the las. 
due to severe , n lhe intervening period, the economy was geared to 

year of the Th • 1966-67 to 1968 69. In September 1967, 
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Plan for 1 -* d ( 1966-67 to 1968-69), between the expiry of the 

Third'piVn'and'the beginning of the Fourth Plan, pertains to the Annual Plans. 
The «Le Annual Pfans aimed a. removing strains in the economy arising 


•OOI, The Third Plan Mid-term Appraisal, p. 51| 
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from many unforeseen eveots of the Third Plan period and to secure a feasible 
growth rate without generating inflationary pressures in the economy. The 
emphasis had been towards the fuller utilisation of the infrastucture already 
created and filling up the essential gaps in the economy to pave the way for 
future development. 

The expenditure in the Annual Plans by various heads of development was 
Rs 6,625 crores, as given in Table 60.4 of Chapter 60. 

A Critical Appraisal. During the first two Annual Plans there was little 

improvement in the overall economic situation of the country. In the 1966-67 

Plan, national income rose by only 1.1 per cent due to a severe drought. In the 
1967-68 Plan, it rose by 9 per cent mainly as a result of improvement in agricul¬ 
tural production, whereas in 1968-69 it was 1.1 per cent higher than in 1966-67. 

Such varied fluctuations were the result of uncertainties in agricultural pro¬ 
duction. In 1966-67, foodgraius production was a mere 76 million tonnes. But in 

1967 - 68 it reached 95.1 million tonnes and was 98 million tonnes in 1968-69. 
The production of other important crops also recovered during the three years 
of the Plans, but not substantially. The index of agricultural production for all 
commodities was 161.0 (1949-50*= 100) in 1967-68 which came down to 158.7 in 

1968- 69. 

There was a sharp decline in industrial production during 1966-67 due to an 
increase in unutilised capacity in a number of industries. As a result, the index 
of industrial production fell to 0.2 per cent in 1966-67 and 0.5 per cent in 1967- 
68 . However, there was some recovery in 1968-69 and industrial production rose 
by 6.2 per cent. 

During these three years the price level continued to rise, though there was 
same respite in the closing months of the year 1968-69. During 1966-67, whole¬ 
sale prices rose by 16 per cent and prices of food articles by 18 per cent and the 
consumer price index from 169 in 1965-66 to 191 in 1966-67. In 1967-68, whole¬ 
sale prices increased further by 11 per cent and food articles by 21 per cent. The 
consumer price index rose to 213 as compared with the previous year's 191. 

The Third Plan was under heavy trade deficit and debt obligations which 
necessitated the devaluation of the rupee in June 1966. Despite devaluation, 
exports were lower by 8 per cent in 1966-67 than in the previous year. But they 
moved up by 3.6 per cent in 1967-68 due to good harvest and by 13.5 per cent 
in 1968-69. Imports registered a decline during the Annual Plans. In 1966-67, 
there was a decline of Rs 140 crores as compared to Rs 221.8 crores in 1965-66. 
There was a further reduction of Rs 71 crores in 1967-68 and of Rs 182 crores 
in 1968 69. Thus there was improvement in the balance of payments during these 
three years. 

Conclusion. On the whole, the three Annual Plans (1966-68) were instru¬ 
mental in uplifting the economy from the morass of 1965-66 to which it had 
fallen in the last year of the Third Plan. They helped in increasing agricultural 
production and overcoming recession and paved the way for starting the Fourth 
Plan by removing strains and stresses in the economy. They kept up the tempo 
of development initiated by the earlier Plans. The provision for a large outlay 
each year silenced the critics who characterized this period from 1966 to 1968 as 
one of a plan holiday. But despite larger outlays, actual achievements fell short 
of targets due to delays in implementation and contraction, revision of cost 
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estimates and underutilisation of capacity. 

THE FOURTH PLAN (APRIL 1969-MARCH 1974) 

In September 1967, the Planning Commission was constituted under Professor 

DR GadRil It presented the objectives and strategy of the Fourth Plan in a 

» 0. Five-Ye.r PI.V i., .... ». J N. 

Development Council. The Draft of the Fourth Five-Year P an 1969 74) was 
placed before the Parliament on 21 April 1969 and the whole Plan ,n March 

19 Ain»s and Objectives. The Fourth Plan proposed to step up the tempo of 

development activity to the extent compatible with maintaining stability and 
progress towards self-reliance. It envisaged the maximum ut.hsat.on ofthe 
potential which existed and was likely to be created with‘he^ailab'e resources 

The document drew attention to "the degree of effort involved in tawhh 

sation of the requisite resources just as it underlined the importance of making 

an all-out endeavour to activise the economy and put it on the road s ° sus ' a ' ned 
and self-reliant progress. Planning in India had thus to organise tha 
exploitation of the resources of the country, increase production and step up the 
tempo of economic activity in general and industrial development in particular to 

the maximum possible extent.’* 3 t • A 

The Plan document defined the broad objectives of planning as rapid- 
economic development accompanied by continuous progress towards epua'ity 
and social justice and the establishment of a social and economic 
In the light of this definition, it laid down that the basic goal of the Fourth Plan 
was a rapid increase in the siandard of living of the people, through measures 
which also promoted equality and social justice. It thus placed emphasisthe 
common mao. the weaker sections and the privileged ones. To achieve he e 
broad aims, it laid down that: (<t) planning should lead to * r ' ater ^ ua ,y ' 
income and wealth; (6) there should be progressive reduction of concentration of 
incomes, wealth and economic power; and (c) benefits of economic development 

should accrue more and more to the relatively less privileged classes of society, 

sncciallv the scheduled castes and scheduled tribes. . 

The Plan emphasised the need for refashioning socio-economic *nst.tut.ons in 
order to bring^bout rapid economic development oriented towards establishing 
social justice and for the strengthening of democracy in its social and economic 
aspect To achieve these aims the major objects of the Plan were: (f) to achieve 
stability and progress towards self-reliance; («) to achieve ^JseSrSTta 

rate of 5 7 per cent annum; (HI) to achieve an annual growth of 5.6 per cent in 

agriculture; (Tv) to stabilise the price level of foodgrains and^ other essen ,a 
consumer goods; (v) not to import foodgrams under PL 480 ^ ond ^ 0 7l ' ( j 
to achieve an annual growth rate of 8 to 10 per cent in indust > 0*0 to ««* 
exports at the annual rate of 7 per cent and non-food imports at 5 per cent, ( m 
to P bring down the quantum of foreign aid to half of its present leve 'j 1 * 
year of the Plan; and lastly, to correct regional imbalances through balanced 
regional development and dispersal of economic activity. 


'Fourth Five-Year Plan, 1969-74. 
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Outlay Pattern. The total outlay envisaged in the Fourth Plan was Rs 24,882 
crores. Of this, the public sector outlay was Rs 15,902 crores but the actual out¬ 
lay was Rs 15,779 crores, as shown in Table 60.5 of Chapter 60. 

So far, the Pian schemes under different heads of development had their own 
patterns of assistance and the States could draw their grants or loans accordingly. 
Outlays earmarked for certain specified schemes could not be diverted to other 
schemes. In the Fourth Plan, there was no schematic pattern of grants and loans. 
States were given 30 per cent assistance through block grants and 70 per cent 
through loans. However, outlays on certain specified schemes continued to be 
diverted to other schemes or heads of development. The States were given greater 
initiative in the formulation of their schemes and programmes. The decision to 
give larger assistance to the States was to remove regional imbalances. Since 
Central assistance was pre-determined, the size of the States’ Plans depended on 
the individual State’s mobilisation of resources for its Plan programmes. The 
States were allowed to undertake only those Centrally-sponsored schemes which 
fulfilled certain criteria: (/) those which related to demonstration, pilot projects, 
surveys and research; (li) those having regional or inter-state character; (Hi) those 
requiring lumpsum provision till they could be broken down territorially, and 
lastly, those having an importance from the national angle. 

A Critical Appraisal. 1 he Fourth Plan was a well thought-out document. It 
was a big and bold Plan in terms of its outlays and targets. But it was by no 
means an over-ambitious Plan if we were to take into consideration the 5.6 per 
cent growth rate in agriculture, 8 to 10 per cent in industry and 5.7 per cent for 
the economy as a whole. It was perhaps the minimum rate of growth over 
visualised by an economy to attain growth with stability and progressive self- 
reliance. 

The Plan failed to achieve its targets in agriculture. Over the Plan period, the 
production of foodgrains was estimated to rise from 98 m. tonnes to 129 m. 
tonnes. But it was 104.7 m. tonnes in 1973-74 thereby giving a percentage 
increase of 7.2 per cent as against the targeted increase of 31.6 per cent. The per¬ 
formance of individual foodgrains crops was very uneven. The achievements 
were much below the targets in the case of all foodgrains including wheat, rice, 
maize, jowar, pulses, etc., except bajra. Similarly, there had been shortfalls in 
the production of commercial crops like sugarcane, oilseeds, cotton and jute, as 
shown in Table 59.3. The overall growth rate of agricultural production during 
the Plan period was only 2.8 per cent per annum as against the targeted growth 
rate of 5.6 per cent per annum. 

The growth rate of industrial production set at 8 to 10 per cent per year was 
not achieved during the Plan period. In actuality, the achieved rate of growth 
was 3.9 per cent per annum. The major reasons for the failure to achieve the 
envisaged growth rate of industrial production were: (f) inadequate capacity of 
plants; (it) operational problems in industrial units like steel, fertilizers, etc.; {Hi) 
lack of maintenance; (iv) design deficiencies; (v) shortfalls in investment in capi¬ 
tal goods; (vi) shortages of steel and non-ferrous metals; (vii) shortages of power 
and coal; (viii) problems of movement of raw materials, coal machines, etc.; (ix) 
labour unrest; (*) shortages of construction materials; (xi) larger reliance on 
domestic equipment and technology; and (xii) de!a>s in building up administra¬ 
tive, technological and raanagerialc apabilities. 
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Table 59.3. Production Targets and Achievements op Crops 


Crops 

Unit 

Base 

(1968-69 ) 

Targets 
( 1973-74) 

Achievement 
( 1973-74) 

Rice m 

tonnes 

39.0 

52.0 

44.1 

Wheal 


19.0 

24.0 

21.8 

Maize 

f * 

6.2 

8.0 

5.8 

Jowar 


10.0 

15-0 

9.1 

Bajra 

• t 

5.1 

7.0 

7.5 

f A 

Other Cereals 

ft 

7.2 

8.0 

6.4 

Pulses 

•» 

12.5 

15.0 

10.0 



— 

— 

— 

Total 

• • 

98.0 

129.0 

104.7 

Sugarcane (gur) 

99 

12.0 

15.0 

14.4 

Oilseeds 

99 

8.5 

10.5 

8.8 

Cotlon m bales 

6.0 

80 

6.3 

Jute 

II 

6.2 

7.4 

6.2 


Source : Fourth Five-Year Plan and Economic Survey, 1975-76. 


In the Fourth Plan, an annual growth rate of 7 per cent was envisaged for 
exports. But the total exports during the Plan showed a spectacular increase not 
only in money terms but also in the growth rate. In 1968 69, exports totalled 
Rs 1,364 crores which rose up to Rs 2,523 crores in 1973-74. It was in the first 
year of the Plan that the growth rate was only 4.1 per cent. In 1970-71, it was 
8.6 per cent. But in 1971-72, it fell to 4.8 percent. However, in 1972-73 it 
reached the peak figure of 21.9 per cent and was 25.9 per cent in 1973-74. The 
average annual growth rate of exports was 12.8 percent for the Plan period.4 

One of the objectives of the Fourth Plan was to reduce th c foreign aid net of 
debt servicing (inclusive of interest payments) to half the prc-Plan level of 
Rs 528 crores. The country had been almost successful in fulfilling this target. 
In 1972-73, the net inflow of assistance had come down to Rs 159 crores but it 
rose to Rs 404 crores 1973-74. 5 

Though the actual expenditure on power development programmes (Rs 2,983 
crores) during the Fourth Plan exceeded the allocations (Rs 2447.57 crores), >ct 
there had been an appreciable shortfall in achievements. The installed capacity 
at the end of March 1969 was 14.3 m kw. The Fourth Plan sought to add 9.3 m 
kw to existing capacity, but not more than 4.6 m kw were added by the end of 
the Plan. Thus about 50 per cent of the targeted additional capacity spilled over 
into the Fifth Plan. This led to acute power shortage in the country. The main 
reasons for such a situation were the steep escalation in cost estimates of power 
projects; lack of adequate project management and monitoring; shortages of 
key materials; delay in civil works; and delay jn the supply of mojor equipment. 

The price situation during the Fouith Plan was perhaps ihe worst over the 
years since India launched the planning era. The index of wholesale prices (base 
1961-62) for all commodities rose by 6.2 per cent in 1970, 3.9 per cent in 1971, 


4 Economic Survey. 1974-75. 
* Economic Survey, 1975-76. 
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7.8 per cent in 1972, 19.2 percent in 1973 and 22.7 per cent in 1974 over the 
preceding >ear. The strong upward pressure in prices which developed in 1973 
and accentuated in 1974 led to a chaio of strikes, economic hardships and social 
unrest within the economy. These turned out to be serious bottlenecks for the 
implementation of the Fifth Plan. 

The Fourth Plan bad estimated to raise the rate of domestic saving from 8.4 
per cent to 11.9 per cent and the rate of investment from 9.5 per cent to 13.1 
per cent over the Plan period. The Plan was successful in achieving the estimated 
rates of saving and investment. The rate of domestic saving increased from 8.4 
per cent in 1968-69 to 13.6 per cent in 1973-74 and the rate of investment from 
9.5 per cent to 14.4 per cent over same period. 

Though the growth rates of 5.7 per cent of national income and 3 per cent of 
per capita income were modest and realistic in view of the previous performance 
of the economy, yet the economy failed to achieve them. The overall growth 
rate of the economy during the Fourth Plan averaged 3.3 per cent per annum, 
and the per capita income 1.2 per cent per annum. 6 

THE FIFTH PLAN (APRIL 1974-MARCH 1979) 


The Fifth Plan was formally launched on April 1974 on the basis of the Annual 
Plan for 1974-75. The Draft Fifth Five-Year Plan was brought out in January 
1974 and the Final Fifth Five-Year Plan in late 1976 with a total outlay of Rs 
39,322 crorcs. The actual amount of expenditure during the five-year period was 
39,426.2 crorcs, as shown in Table 60.6. 

Objectives and Instruments of Policy. The two strategic objectives of the 
Fifth Plan were removal of poverty and attainment of economic self-reliance. 

Removal of the Poverty. The Plan Report stated: ‘'Underdevelopment and 
inequality are the twin causes of poverty. A large proportion of the population 
has to go without even the most essential needs of daily life because total 
national income, and hence aggregate consumption, is too small relatively to the 
enormous size of the population and, secondly, the distribution of this income 
and consumption is very uneven. For a successful attack on poverty, growth 
and reduction in inequality arc both indispensable.” 

_ ?? V n[ ly ,CV ** " as dcf,ncd in lerm s of a minimum level of consumption. In the 
i-irth Plan, private consumption of Rs 40.6 per capita per month at 1972-73 
prices had been taken as a minimum desirable consumption standard. The Plan 
Report noted: “Elimination of poverty requires that large numbers of our people 

living below the poverty level must be enabled to have access to the minimum 
private consumption envisaged above.” Further, there should be a rising rate 
population ° f 0meS " C producl alon S wi,h a declining rate of growth of 


The lowest 30 per cent in the economic hierarchy in India consisted to a large 
people living in agro-climatic conditions with stagnant yield levels.. 
Population belonging to backward classes and backward areas constituted a very 
high proportion or this 30 per cent. The creation of more jobs and job opportu¬ 
nities was a pfincipal instrument of economic policy if the incomes of the 


•Ibid 
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poorest at 30 per cent were to be increased. The bulk of the new opportunities 
would come from within agriculture and other allied activities. 

The Plan aimed at diminishing coucentration of economic power by creating 
an efficient and dynamic public sector ensuring improvement in productivity, 
especially in agriculture, and by encouraging new entrepreneurs in areas suffer¬ 
ing from lack of competitive investment. In this context, public ownerships of 

the financial institutions were to be used to exercise appropriate forms of social 
control. 

Removal of poverty also requires a minimum level of social consumption for 
different areas and sections of the community. This was incorporated as the 
National Programme of Minimum Needs in the Fifth Plan. The National Mini¬ 
mum Needs Programmes included: 

(/) “The provision of facilities for elementary education for children up to the 
age of 14 at the uearest possible places to their homes; 

( 11 ) Ensuring in all areas a minimum uniform availability of public health 
facilities, which would include preventive medicine, family planning, nutrition 
and detection of early morbidity and adequate arrangements for referring 
serious cases to an appropriate higher echelon; 

(///) Supplying drinking water to villages suffering from chronic scarcity or 
having unsafe sources of water; 

(/v) Provision of all weather roads to all villages having a population of 1500 
persons or more; this minimum limit being conceived of as for a cluster of 
villages in the case of hilly, tribal and coastal areas; 

(v) Provision of developed home sites for landless labour in rural areas; 

(W) Carrying out environmental improvement of slums; and 
(vi7) Ensuring the spread of electrification to cover approximately 30-40 per 
cent of rural population.” 

Thus the policy measures for the removal of poverty included the postulated 
rates and patterns of growth of the various sectors of the economy, freeing the 
development process from dependence on foreign aid, and effective and integrat¬ 
ed population policy, the provision for the Natiooal Programme of Minimum 
Needs, the emphasis on employment opportunities, the stress on the uplift of 

backward classes and development of backward regions, and an efficient public 
procurement and distribution system to ensure availability of essential goods 
to the poorer sections of the country at reasonable prices. 

Self-Reliance. The objective of self-reliance postulated freedom trom ex¬ 
ternal assistance so that the economy is able to support itself within a period of 
10 or 12 years so as to provide ao adequate scale of investment from its own 
production and savings. The three essential ingredients of the objective of self- 
reliance were: (f) elimiDation of special forms of external assistance; (n) sell- 

reliance efTorts to be phased over time; and (/ii) external assistance during the 

intervening period must help to build up the growth potential of the economy to 
the level where it can support an adequate level of investment from its own pro¬ 
duction and savings. The objectives of removal of poverty and self-reliance 
require a restructuring of output in favour of goods and services that go into 
investment, exports, and essential private and public consumption or serve as 
indispensable intermediate for the production of the needed final goods and 
services. Further, these objectives called for a modification of the existing 
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structure or demand in favour of investment and social consumption and reduc¬ 
ed dependence on foreign funds. This was the essence of the problem of 
recasting the structure of demand. 

To achieve these objectives, the Fifth Plan laid down four major instruments 
of policy: “(a) appropriate allocations of investment outlays to different heads 
of development in the plan drawn up for the various public agencies; ( b ) a pack¬ 
age of measures consisting of incentives and disincentives designed to direct the 
flow of private investment into preferred uses and away from areas of low social 
profitability; (c) institutional reforms which will release productive forces which 
would otherwise lie dormant reading to higher levels of production, and a more 
equal distribution of the benefits of extra production; and ( d) finally, a set of 
measures which may be described as fiscal and monelary in character, which can 
help the process of development to be carried out in a non-inflationary manner 
while minimizing the need for administrative actions, wherever they may tend to 
create unintended distortions in the resources allocation process.” 7 


’For the Sixth Five-Year Plan 1980-85 see Ch. 62. 



Chapter 60 

THE STRATEGY OF INDIAN PLANNING 


INTRODUCTION 

PLAN strategy refers to the methods used in formulating a ^velopment plan. 
* It is a very comprehensive term which includes the en ire P... jon , he 
objectives, the priorities, the investment pattern, the «*°uroes J j cve | op ' men t 

fiscal, monetary and direct control measures, etc. A ,. to Professor 

strategy can therefore have no single unifying theme/ according to Protewof 
Lewis.' But it is customary to talk about two development 

balanced growth and the other of unbalanced growth. Th * fo ' , hat 

with Ragner Nurske. relates to the simuHaneous invcstment in all fro^ ^ 

all sectors of the economy develop in unison. The latter strategy, « P f 
b A.O Hirschman. requires deliberate unbalancing of the economy by makmg 
targe investments in strategically selected industries or sectors or the econo my. 
This will lead to new investment opportunities and so pave the y 

underlying Indian Planning. ^ 

Cure of balanced and unbalanced growth techniques. Thes overall 1 *•"“*** 
Indian Planning has been one of balanced development of 
in order to achieve the various balances, the strategy of unbalanced grow* to* 
been adopted by according high priorities to certain sectors i Fivc . Ye ar 

becomes clear from a detailed study of the investment patterns of the Five Year 

Plans. 


STRATEGY OF THE FIRST PLAN 


The strategy of the First Plan was to rehabilitate the Indian economy which had 
been hit hard by the Second World War and the Partition. It was a modest Plan 
with a totalouUay of Rs 3.360 crores. Of this, the share of public expenditure 
on the different sectors of the economy was Rs 1,960 crores. as shown ,n 

^The table reveals that the highest priority was given to agriculture including 

irrigation. It was 31 per cent of planned investment in order to make up the 

deficit in foodgrains and raw materials created by the Partition. Ultimately, it 
was meant to achieve self-sufficiency in them to meet the future requirements of 
the rising population and expanding industrial sector of the economy. 


•According lo Lady Ursula Hicks. -The term strategy is a long-run concept. It is not 
immediately operational in the sense that a strategy must look forward for 15 or 20 years. 
We cannot precisely foretell what will happen in India or the world at large. So the strategy 
must be a flexible affair, although it would have certain elements which no doubt would run 
through in any case." Challenge of Poverty In India, (ed.) A .J. Fonseca, 1971. 
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Next in order of priorities was 27 per cent expenditure on the development of 
transport and communications to overcome transport bottlenecks which had 
plagued the economy during the War and were expected to arise in the process 
of development. 


Table 60.1. Public Outlay in First Plan, 1951-56 


Head 


Agriculture and community development 

Major and medium irrigation 

Power 

Village and small industries 
Industries and minerals 
Transport and communications 
Social services and miscellaneous 


Total 


Out/ay in 

Rs crores 

Percentage 

of total 

291 

15 

310 

16 

260 

13 

43 

2 

74 

4 

523 

27 

459 

23 

I960 

100 


The Plan aimed at “improving health, sanitation and education, and at creat¬ 
ing social conditions for vigorous cultural advance." Accordingly, the 
expenditure on social and other services was 23 per cent of the total outlay. 

A Critical Appraisal. The strategy in the First Plan was to create the 
necessary economic and social overheads like power, transport, public health, 
education, etc., and to develop agriculture in order to create a solid base for 

industrialization in the subsequent plans. But the main defect of this strategy 

was that the development of industries and minerals was primarily left to the 
private sector, public expenditure on them being 6 per cent of the total. This led 
to serious difficulties of foreign exchange, industrial raw materials, rising prices, 
etc. during the Second Plan when the strategy was one of making large invest¬ 
ments in key and heavy industries. The main reason, according to Professor 
John P. Lewis, was that the First Plan was simply a collection of discrete State 
and ministerial projects with very little interdependence. The Plan was thus 
based on bad procedural model. 2 

STRATEGY OF THE SECOND PLAN 


An altogether different strategy was introduced in the Second Plan. Total plan¬ 
ned investment of Rs 6.750 crores was double the First Plan. So was the public 
investment of Rs 4,600 crores. Greater emphasis was laid on the development of 
heavy industries like steel, machine tools, cement, heavy chemicals, etc., as 
against agriculture and irrigation. This is revealed in Table 60.2 which shows 
that the share of industries and minerals in total outlay was 20 per cent as 
against 4 per cent in the First Plan, while that on agriculture and irrigation was 
20 per cent as against 31 per cent. Transport and communications received 
almost the same priority in both the Plans. The percentages of share in total out- 


a John P. Lewis, Quiet Crisis in India, 1962. 
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lay on social services and miscellaneous heads *as less ^Sr»d l%n aod 
that on village and small industr.es was exactly double than .0 

Table 60.2. Public Outlay in Second Plan. 1956-61 


Head 

Outlay In 

Rs crores 

Percentage 
of total 

Agriculture and community development 

530 

420 

11 

9 

Major and medium irrigation 

445 

10 

Power 

175 

4 

Village and small industries 

900 

20 

Industries and minerals 

1 300 

28 

Transport services and communications 

830 

18 

Social services and miscellaneous 

4.600 

100 


Total 


2—fisrr-sr=s?*T 

‘rr: 

why Rs 175 crores were spent on their development. Since agriculture and 

industry were interdependent and interrelated, simultaneous development was 
considered essential. Increased agricultural production was essentia to supply 
additional foodgrains for the growing population and raw mater,als for mdust 

ria in P duTrt.Tdeve.opm«n, was necessary ,0 supply more fertUizers pesticides 

machinery and equipment for irrigation, drainage, land " npr0 ” r "'"‘ *^ [° 

other agricultural operations. Further, there was need for expanding facihties for 
training of science and technical personnel and for increasing their supply so that 
inadequacies of administrative machinery were reduced. The need for assigning 
high priorities to transport, communications and social services has already been 
discussed above under the First Plan. Mahalanobis concluded: The basic 
strategy would be to increase purchasing power through expenditure on health, 
education and social services; and to meet the increasing demand for consumer 
goods by a planned supply or such goods so that there would be no undesirable 
inflationary pressures. Planning would be thus essentially a feedback process of 
matching a continuously increasing (planned) demand by a continuously increas¬ 
ing (planned) production giving rise to a steadily expanding economy.” Thus the 
Plan-frame had spelt out a balanced growth strategy which turned out to be one 
of unbalanced growth. 
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A Critical Appraisal. The strategy was successful in the establishment of a 
number of heavy industries like steel, machine tools, machinery, heavy electri¬ 
cals, scientific instruments, etc. The general index of industrial production (base 
1950*51) rose by 40 per cent. But greater emphasis on industrial development 
and failure of crops led to acute shortage of foreign exchange and depletion of 
sterling balances to the tune of Rs 521 crores. Low agricultural production, 
failure of the small industries sector to boost up consumer goods, inadequate 
licensing and control system led to inflationary pressures, the rise in wholesale 
prices over the Plan period being 30 per cent. 

According to John P. Lewis, the Second Plan like the First, lacked in internal¬ 
ly consistent programming and had the look of piecemeal agency programme. 
Even the phasing of the expansion programmes in the private and public sectors 
was highly unsatisfactory. Making available the entire five-year allocation of 
foreign exchange at once to the private sector led to the foreign exchange crisis, 
while very little provision was made fora sound industrial base for those projects 
in the public sector that were required to be started in the Second Plan and 
completed in the early Third Plan. Moreover, the Second Plan was based on the 
orthodox “saving-centred*’ strategy which obstructed the production strategy in 
two wavs: (/) to determine the volume of total (unspecified) investment to be 
undertaken in the Plan period and only thereafter to go to the question of invest¬ 
ment allocation; and (ii) to use the technique of “planning-backward” from final 
demand 3 targets. The latter was the only practical approach for achieving a 
balance between aggregative and detailed planning. But this “planning-back¬ 
ward” approach could not be a success due to lack of data required for a final 
demand-oriented production programme. These loopholes in the Second Plan 
strategy led to the failure of the Plan to achieve its objectives and targets. 4 

STRATEGY OF THE THIRD PLAN 


The strains and stresses experienced by the economy during the Second Plan 
made the planners more cautious while launching the Third Plan. The Third 
Plan was much bigger in size than the Second. At the end of the Plan, the public 
sector outlay was Rs 8,576.5 crores as against the estimated Rs 6,300 crores. 
Keeping in view a much larger total investment, a little low priority was given to 
agriculture and irrigation development (20.5 per cent) than to industrial deve¬ 
lopment (22.9 per cent), as is revealed by Table 60.3. However, the target set 
during the Plan was to increase agricultural production by 30 per cent. The 
Planning Commission maintained the “development of agriculture based on the 
utilization of manpower resources of the countryside and the maximum use of 
local resources, holds a key to the rapid development of the country.” Increase 
in agricultural production was essential to meet the food and raw material 
requirements of an expanding economy. It could be increased by providing ade¬ 
quate irrigation facilities, supplies of fertilizers, improved seeds, implements and 
machines, improved cropping patterns, and land reclamation and soil conserva¬ 
tion schemes. Further the planners stressed the importance of developing the 


*For the meaning of this term refer to the Chapter on Input Analysis. 
‘John P. Lewis, op. cit. 
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agricultural economy along cooperative lines and of a diversified rural economy 

in order to expand non-agriculturalactmt.es along with such activities as . 

moultrv animal husbandry and dairy farming, etc. 

The industrial sector was regarded as crucial for securing “ 

advance For building a sound capital base and for self-reliant and self sus 
tained growth, special emphasis was placed on such industries as coal, oil, ste , 
c ric power chemicals, machine-building and engineering. It was plan ed .o 
general industrial production by about 73 per cent, the production of che- 

Table 60.3. Public Outlay in Third Plan, 1961-66_ 


Head 


Agriculture and community development 

Major and medium irrigation 

Power 

Village and small industries 
Organised industry and minerals 
Transport and communications 
Social services and miscellaneous 


Outlay in 
Rs erores 

10(8.9 

664.7 

1252.3 

240.8 

1726.3 

2111.7 

1491.8 


Percentage 

of total 


12.7 

7.8 

14.6 
2-8 

20.1 

24.6 
17.4 


Total 


8 >76.5 


100.0 


micals by 150 per cent, iron and steel by 168 percent, and machinery of all 
types by 143 per cent. The role of cottage and small industries was c °“"' ved 
one of providing larger employment opportunities and of ,ncr ' aS ' Dg lh ' ""J 
of consumer goods and some producer goods. For their deveopm nt a sumi 
Rs 240.8 erores was spent in the PUn as against Rs 175 erores in the Second 
Plan. Another feature of the development strategy of ‘he Third PU« WJ “ 1 » 
create a solid base for the expansion of exports so that ‘h* d'pendence on 
ternal assistance should disappear in the subsequent Plans. The Plan aimed 
developing exports through such measures as raising productivity, reducing 
costs, and restraining consumption. . . 

The development of the means of transport and communications was co s - 
dered imperative in order to avoid transport bottlenecks arising m the course of 
development planning. Along with the expansion of railways and roa ^ a > s ; 

Plan stressed the development of ports, shipping, and water and ^ lrans P°" 
relieve pressure on the former. But the percentage expenditure on ransport and 
communications had been of the order of 24.6 per cent of the total expenditure 

as against 28 per cent in the Second Plan. 

As essential aspect of the Third Plan’s strategy was to lay tbc ^undat'ons for 

building up the country’s human resources, espec.ally education and health 

Scientific and technical education and research, espec.ally in field having a close 
bearing on agricultural and industrial development were considered essential 

The Plan aimed at expanding educational facilities at all levels and providing 

larger public health and family planning services. Stabilizing the growth rate of 

population was regarded as the very core of planned development. A sum of 
Rs 839.5 erores was spent on providing educational, public health and family 

planning facilities. 
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To conclude, “the strategy visualized for the Third Plan emphasized specially 
interdependence of agriculture and industry, of economic and social develop¬ 
ment, of national and regional development, and of the mobilization of domes¬ 
tic and external resources. It also placed great stress on measures for scientific 
and technological advance and for raising the general level of productivity, as 
well as on policies relating to population, employment and social chaDge. 

A Critical Appraisal. This was again a balanced growth strategy. As a 
broad strategy,” observes Dr V.V. Bhatt, “it was quite appropriate to the Indian 

circumstances. However, the strategy was formulated without much regard to 

the choice possibilities either over time or at a point of time. The project formu¬ 
lation and selection process as a result became so/newhat arbitrary. The result¬ 
ing imbalances and inefficiencies were further aggravated by deficiencies iu the 

technique of planning and in the actual operation of policies which suffered 
from lack of coordination as well as meaningful operational link with develop¬ 
ment objectives.” Therefore, it failed to bring about the required rate of deve¬ 
lopment within the economy. The Chinese invasion in 1962, the war with Pakis¬ 
tan in 1965 and the consequent suspension of foreign aid and the drought in the 
last year of the Plan accentuated the balance of payments position and infla¬ 
tionary pressures. The Plan failed to achieve its main objective of a self-reliant 
and self-generating economy. 6 

STRATEGY UNDER ANNUAL PLANS 


During the three Annual Plans the main strategy was to remove the strains and 
stresses arising from unforeseen events of the Third Plan and to secure a rea¬ 
sonable growth rate without generating inflationary pressures in the economy. 
The emphasis was on the fuller utilization of the infrastructure already created 
and to fill the essential gaps in the economy. For this, agricultural production 
was to be increased and the industrial base of the economy was to be expanded 


Table 60.4. Public Outlay in Annual Plans, 1966-69 


Head 

Rs crores 
(J966-69) 

Percentage 
of total 


Agriculture and allied sectors 

1107.1 

16.7 


Irrigation and flood control 

471.0 

7.1 


Power 

1212.5 

18.3 


Village and small industries 

126.1 

1.9 


Industry and minerals 

1510.4 

22.8 


Transport and communications 

1222.4 

18.5 


Social service and miscellaneous 

975.9 

14.7 


Total 

6625.4 

100 00 

- 


and consolidated. The tempo of high public investment was kept up, as is clear 
from Table 60.4. 


•See the previous chapter for detailed account under ‘A Critical Appraisal of the Third 
Plan’. 
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Agriculture and irrigation development were given the highest priority when 
about 2 J per cent wefe spent out of total outlay of Rs 6 625.4 This was 

essential to offset strains by augmenting agricultural production. 18.3 per cen 
the total expenditure on power schemes and 18.5 per cent on the devdopmen of 
transport and communications was to expand the essential overhead facilities 
commensurate with the requirements of the growing economy. With a v.ew to 

expanding and consolidating the industrial base of the economy■ «he «estimated 
expenditure on the organised industrial sector bad been 22.8 
outlay. The main emphasis was on the fuller utilisation of the installed capac y 
and on effecting improvements in efficiency. High priority «-as also accord d w 
education, scientific research, family planning, water supply and s.n auon 

schemes under social services. The expenditure on education and scientific 
research was 5.3 per cen. of the total. The expenditure of Rs 70.4 crores on 
family planning was three times more than in the Third Plan. Water supp > and 
sanitation schemes were provided Rs 102.7 crores. Rs 3 crores less than ,n the 
Third Plan. 

STRATEGY OF THE FOURTH PLAN 

The basic strategy of the Fourth Plan was the continuation of the strategy under 
the Annual Plans, that of giving the highest priority to agriculture and irrigation 
development. Accordingly, out of the total outlay of Rs 15.779 crores in the 
public sector. 23.3 per cent was spent on agriculture and irrigation development 
programmes. 19.7 per cent on industry and minerals, and 19.5 per cent on trans 
port and communications programmes. The basic approach and strategy of the 
Fourth Plan, as revealed by the sectoral outlays, arc shown in Table 60.5. 


Table 60.5. Public Outlay in Fourth Plan. 1969-74 


Agriculture and allied sectors 
Irrigation and flood control 
Power 

Village and small industries 
Industry and minerals 
Transport and communications 
Social servic es and miscellaneous 

Total 


Actual Outlay 
in Rs crores 


1354.1 
2931.7 

242.6 

2864.4 

3080.4 

2985.2 

15778 8 


Percentage 

of total 


14.7 


While efforts towards intensive irrigated agriculture and basic modern industry 

were to continue, special attention was to be paid to certain neglected fields of 

productive activity, specially in agriculture and related primary production. 
Every efTort was to be made to increase the supplementary and ancillary activi¬ 
ties of the small farmer and provide him fuller employment. The planning appa¬ 
ratus at the State and the district level was to be strengthened through Pancha- 
yati Raj institutions and cooperatives. They were to help in establishing social 
and economic democracy in the countryside. Thus the basic strategy of the Plan 
was decentralised decision-making with social purpose. 
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In the rural sector, the Panchayati Raj institutions and the extension of 
cooperative activity were to combine social purpose with decentralised decision¬ 
making. Institutional credit facilities were to be increased through effective 
social control of banking. Storage capacity in the hands of the public agencies 
was to be enhanced. In the case of scarce imported commodities, and agricul¬ 
tural commodities, especially foodgrains and essential goods of mass consump¬ 
tion, substantial control of public agencies was to be established. To stablise 
the prices of foodgrains, buffer stock operations and the inter-State movement 
■of foodgrains were to be carried on by the Food Corporation of India. The fair 
price system was to continue to operate. In the field of agricultural production 
itself, efforts were to be directed towards extension, assistance and price stabili¬ 
sation measures, and not towards control over crop patterns. 

Development of modern industry was expected to provide for future techno¬ 
logical advance and to bring about greater dispersal of industrial activity and 
•enterprise. It was through regional and local planning that the larger number of 
small and weak producers were to be helped and thus immediate employment 
and future employment potential were to increase. To reduce the concentration 
of economic power and monopoly, appropriate fiscal measures were to be 
adopted. In this connection, the social control of banking was also expected to 
help and contribute towards diffusion of enterprise and strengthening of weak 
producing units. 

With regard to public enterprises, the Plan expected them to function as . 
strong, autonomous and responsible units. Though the general policies of the 
public enterprises were in accordance with the national objectives and declared 
policies, they were to be giveo sufficient freedom in day-to-day working so that 
they ran on commercial principles and thus increased their profitability and effi¬ 
ciency. An element of competitiveness was also to be introduced in the eco¬ 
nomy to keep up cost consciousness. 

The emphasis was to be on decentralised decision making on the part of both 
small and large private sector units. Steps towards this were to be taken by the 
State in two ways: first , by providing assistance and incentives for decentrali¬ 
sation of industry; and secondly , by imposing disincentives in large cities and 
adopting measures for decongestion of metropolitan areas. 

In India, the objective of planning is not only to raise the national income or 
per capita income but also to reduce disparities in income and living. To achieve 
these, fiscal and other measures were to be adopted to prevent concentration of 
wealth and conspicuous consumption, and to promote savings. 

In the field of manpower planning, the strategy was to relate educational pro¬ 
grammes to social and economic objectives. This required the coordination of 
development programmes in other sectors and the drawing up of a perspective 
plan on the basis of manpower needs, social demand, and the likely availability 
of financial, material and human resources. 

The Plan suggested that “reforms in the educational system should help the 
growth of initiative and enterprise, make for horizontal and vertical mobility, 
open up wider opportunities for employment and enable the lowering of caste, 
class and regional barriers so that purposeful change towards an egalitarian 
society can be brought about. Planned economic development should result in 
an even distribution of benefits, a fuller life for an increasingly large number of 
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people, and the building up of a strong integrated democratic nation.’' However, 
for the major part, public outlays were to be directed not towards welfare acti¬ 
vities but towards strengthening the economic base of the weaker units. 

To achieve the objective of 7 per cent per annum increase in exports, the 
policy measures to be adopted were: (a) to generate export surplus; (b) to 
improve the competitive capacity of exports; and lastly, to remove the handicaps 
from which the exports suffer. Whereas exports were to be encouraged, imports 
were to be minimised. The import policy during the Plan was directed towards 

eliminating all non-essential imports and at the same time ensuring the supply 
of important items not produced indigenously in sufficient quantities. During 
the Plan, maintenance imports of certain essential components and raw 
materials were expected to go up considerably. To offset this, other imports 
were required to be kept to the minimum, and the import substitution pro¬ 
gramme was to be extended. 

A Critical Appraisal. It was for the first time that planners evolved a sound 
and realistic strategy which spelt out in details the techniques to be followed for 
achieving the objectives of the Plan. It gave the highest priority to agricultural 
development in keeping with the high dependence of the Indian economy on 
agriculture. The strategy for industrial development was given a new tinge by 
emphasising the importance of disposal of industries in order to reduce con¬ 
centration of economic power, to increase employment opportunities, and for 

balanced regional development. Disparities of income and wealth were also 

sought to be reduced through various fiscal and educational measures. One of 

the important planks of the Plan’s strategy was to increase exports and reduce 
imports and to do away with foreign aid gradually. Priorities were so accorded 
as to maintain stability and progress towards self-sufficiency in keeping with the 
overall strategy of balanced economic growth. 

STRATEGY OF THE FIFTH PLAN 

The strategy of the Fifth Plan was in keeping with its twin objectives of the 
removal of poverty and attainment of economic self-reliance. Accordingly, the 
public sector outlay was fixed at Rs 39,122 crores. But the actual outlay for the 
five-year period (1974-79) was Rs 39,4.'6.2 crores, as shown in Table 60.6. The 
guiding principles of the development outlay were: (u) speedy completion of 
projects; ( b) full utilisation of capacities and potentials already created; (c) 
achievement of the inescapable minimum targets of additional capacity in the 
core sector; and ( d ) attainment of certain minimum level of development for the 
economically weaker sections of society. To achieve these, the highest priority 
had been accorded to industry and minerals (22.8%). next came agriculture and 
irrigation (22.1%), power (18.8%), transport and communication (17.4%), and 
social services (17.4%). The total Plan outlay is shown in Table 60.6. 

Among other things, the Fifth Plan strategy envisaged: (/) 4.37 percent overall 
growth of gross domestic product. This called for: (a) a higher level of invest¬ 
ment; (6) higher level of efficiency; and (c) a higher level of saving and reduction 

of inequalities in incomes and consumption levels by making savings to come 

from the more affluent sections of society, (n) Expansion of productive employ¬ 
ment. (///) A national programme of minimum needs. (/V) Emphasis on agri- 
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culture, key and basic industries producing goods for mass consumption (v) 
Adequate public procurement and distribution system for essent.al consu ” pt '° 
goods to poor people at reasonable prices, (v.) Extended programme of soc.al 
welfare, (v/i) Vigorous export promotion and import substitution. ^ * 8 es 
restraint on non-essential consumption, (ix) An equitable pnces-wages-income 


Head 


Agriculture and allied sectors 
Irrigation and flood control 
Power 

Village and small industries 
Industry and minerals 
Transport and communications 
Social services and miscellaneous 


Fifth Plan, 

1974-79. 


(In Rs Crores ) 

Actual 

Percentage 

Outlay 

of total 

4864.9 

12.3 

3876.5 

9.8 

7399.5 

18.8 

592.5 

1.5 

8988.6 

22.8 

6870.3 

17.4 

6833.9 

17 4 


Total 


39426.2 


100.0 


balance. Lastly, institutional, fiscal and other measures for reduction of social, 

economic and regional inequalities. 

In certain fields, the Plan called for special strategies. For instance, the 
strategy of agricultural production in the Fifth Plan sought to correct certain 
deficiencies of the Fourth Plan based on the exploitation of high-yielding 
varieties of cereals and multi-cropping programme. It emphasised the modi¬ 
fication of the approach to the small and marginal farmers’ involvement in agri¬ 
culture. The dry farming technique was proposed to be applied on a large 
scale. The small and marginal farmers’ schemes were proposed to be unified 
and enlarged. The Fifth Plan sought to extend the high-yielding varieties which 
were evolved and tried during the earlier plans in the irrigation commands. 
Other important aspects of the Plan strategy included jhum (shifting cultivation), 
prevention and proper land utilisation of the jhum lands, reclaiming and 
developing ravines under the pilot schemes; amelioration of alkaline and saline 
soils and improving agriculture thereon; rehabilitation of desert land; and 
developing organic sources of manure and setting up bio-gas plants. The growth 
rate in the agricultural and allied sector was estimated at 3.94 per cent per year. 

Since there had been acute shortfall in the field of power generation in the 
Fourth Plan, a strategy was evolved in the Fifth Plan, whereby electricity 
generation was expected to grow at 10 to 12 percent per annum. It envisaged 
stabilisation of power supply; implementation of the power generation pro¬ 
grammes at a faster pace; ensuring power supply to priority industries like steel, 
fertilisers, coal, etc.; orienting the power programme to suit the social objectives; 
and ensuring adequate advance action for the Sixth Plan consistent with the 
development in science and technology. Further, it aimed at improving the 
operation and maintenance of existing systems, construction of adequate inter¬ 
connections within States, and inter-Statc tie-lines in each region, strengthening 
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the existing transmission, and distribution systems, reducing the effects of 

the^aT period. About 81,000 additional villages were also expected to be 

Strategy in the industrial sector was that along with public units engaged 
intbe "on of cement, paper, drugs, 

S^SSTSEr^r^^pUoods 

couipmcnt design, engineering and other consultancy serv.ces and the appli¬ 
cation of Indian industrial and other standards. It was unnecessary and even un- 
desirable to import technology in complete package^ Foreign cap.tal parWu 
nation was permitted where technological gaps could not be filled tn by mdige 
nous technology and normally not exceeding 40 per cent. 

Village and small industries had an important role in the Fifth Plan in reduc¬ 
ing poverty and inequality. The broad strategy of the programmes was 0)10 
develop and promote entrepreneurship and provide a package consultancy 
services so as to generate maximum opportunities for employment. P arl, ^ ula,| y 
self-employment; (fi) to facilitate fuller utilisation of the existing skills and 
equipment; (III) to improve the production techniques and to make them viable 
and Jr) to promote small industries in selected growth centres .n semourban and 

rural areas including backward areas* The meaning and manufacturing rector 

was expected to grow at a rale of 7.10 per cent per annum. 


mm §hp 

ment opportunities in both urban and rural sectors of the economy. 

A NOTE ON THE WAGE-COODS STRATEGY OF DEVELOPMENT 

H.-SSSSS3 

•Fo, ,he remaining, see the objectives of the Fifth Plan in the previous chaplcr. 

’For (he str-Kcgy of the Sixth Plan 1980-85 refer to Ch. 62. 

•For the Mabalanobis Strategy refer to Ch. 31. 
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bis strategy was accepted by the PlanniDg Commission and became the basis of 
the Second Five-Year Plan while the wage-goods strategy was not given any 
serious thought. The Vakil-Brahmanand strategy was the opposite of the 
Mahalanobis strategy. The former emphasised the role of wage-goods as capital 
while the latter laid emphasis on the role of fixed capital in economic develop- 

ment. , 

The wage-goods strategy was an extension of the Nurkesian thesis® of conceal¬ 
ed saving potential in rural disguised unemployed in underdeveloped countries. 
Vakil and Brahmanand felt that an effective use could be made of the ‘saving- 
potential’ by employing the disguised unemployed at the project sites by supply¬ 
ing them with wage-goods consisting of only food. They argued that for every 
disguised unemployed worker to be transferred to project sites, there is a ‘wage- 
goods gap.’ This gap reflects the difference between the old real wage rate and 
new real wage rate of the disguised unemployed worker. To bridge it, Vakil and 
Brahmanand suggested the creation of forced saving-potential by the planning 
authority. They contended that if initially arrangements were made for the wage- 
goods of the first batch of workers, then it would be possible to give employment 
not merely to these workers, but to double their number. This means that the 
total increase in employment is a multiple of the initial increase in employment. 
In order to prove this, they devised a formula and called it the ‘wage-goods 
multiplier.’ 

The wage-goods strategy was based on certain assumptions. First, the wage- 
goods consisted exclusively of food. Second, labour could produce capital goods 
without the help of other factors of production. Third, it was assumed that the 
average consumption of workers working on the farms could be kept constant 
after the disguised unemployed workers were, transferred to the construction 
sites and that what the transferred workers were consuming on the farms could 
be siphoned off to feed them at the project sites. Fourth, for the successful opera¬ 
tion the wage-goods multiplier, the wage-goods gap must be filled up. Lastly„ 
the disguised unemployed must be engaged on project sit's near their homes and 
not put to work in factories or in the capitalist sector away from the family 
farms. 

Professors Jagdish Bhagwati and S. Chakravarthy 10 have been very critical of 
the wage-goods strategy of Vakil and Brahmanand on the follow ing grounds. 
First, the operational part of this strategy was based on the assumption of the 
existence of the disguised unemployed in agriculture. But the authors did not 
subject this concept to any critical investigation nor did they try to measure the 
extent of disguised unemploy ment in India. Secondly , “they did not pay any 
attention to the possibility that the production process may not be of the simple 
Austrian type that they had assumed; labour-* *• capital goods-^consumer goods. 

...The mere availability of labour would not alone solve the problem of greater 
capital formation. Extra capital equipment would be needed and would need to 
be either produced at home or imported, hence raising the complex of issues 
raised earlier in connection with the Mahalanobis model.” 11 Thirdly, the deploy- 


*For a detailed analysis, refer to Ch. 34. 

*•Contributions to Indian Economy—A Suivcy, 1971. 
11 Ibid., p. 15. 
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me nt of surplus labour in rural construction activities cannot be entirely inde- 
approach to planning was novel at the time; they were emphasis,ng the need to 

zz ssrr s at. 

till the end of the Fourth Plan. It was in the Fifth Plan that this strategyr was 

accepted for the eradication of poverty and unemployment ,n rural India, 

particular with the adoption of the Food for Aid Programme in 19/8. 

Professor Brahmanand has amended the original wagegoods strategy discuss¬ 
ed above by removing some of its defects and unrealistic °" s » nd 

making it broad-based by including such factors as popuia.ion < Jl ' r * u,1 ° D ' 
monetary-fiscal policies, and extending the wage goods to non-food items. He 

calls it the -Extended Wage-goods Strategy.”!’ c „. 

He defines wage-goods as -consumption necessities required fo subsistence 
and performance of work.’ These include subsistence as well as coUectnc B oo<i, 
which are required by the poorest in the community He gives a list of roughly 
22 items. The production of such commodities should be expanded faster than 

the growth rate of population. . . . , , . . 

He emphasises the importance of capital goods ,n development and gives 
priority to the production of these capital goods which arc needed for the 

P The C supply r o7the “integrated wage-goodscomplex"-wage-goods plus capital 
goods needed for their production-must grow at a considerably higher rate 
than the growth rate of population to absorb the disguised unemployed. 

The net output-productivity of a unit of labour is higher than the consump 

tion of wage-goods so that the supply of output tends to increase by the multi- 

Pl Thesav!ngS-income ratio can be substantially increased by adopting appropri¬ 
ate monetary-fiscal measures. In this extended wage goods strategy the savings- 
income ratio is much higher because the capital requirements are much ovver 
than under capital-intensive strategy. Hence the average growth rate will also be 
higher. Since the strategy depends on the mobili-at.on of savings, long-term 
interest rates should be kept at a high level. "But an active short-term interest- 
rate policy is also advocated in order to reduce the incidence ol commodity 

h This"suategy also depends on the building up of an adequate public distribu¬ 
tion system in respect of important wage-goods to keep the price level in check. 
Thus it aims at avoiding inflation. For this, the money supply should grow at 


"pJLg'fltomy and How to Rev/.e ,'r-Presidenlial Address at ihc 60lh Annual Confe¬ 
rence of the Indian Economic Association. December 1977; and Planning /or a Fulurtks, 
Economy, November 1978. 
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about the same average rate at which output and supply of wage-goods are 

growiDg. . 

The extended wage-goods strategy is also dependent upon a policy of popula¬ 
tion stabilisation. 

Since the strategy aims at removing disguised unemployment and unemploy¬ 
ment among the rural poor, it is egalitarian in nature. 

The entire initiative for the implementation of this strategy in the form of 
starting economic overheads in rural areas, investing in them, providing wage- 
goods to workers and mobilisation of savings must come from the government. 

This strategy is free from the dependence upon foreign capital of foreign tech¬ 
nology and thus does not involve any special balance of payments problems. 
Thus it aims at self-reliance. 

In conclusion, the extended wage-goods strategy attempts to build an analyti¬ 
cal scheme which tries to solve the triple problems of unemployment, poverty 
and inequality in India. 


Chapter 61 

RESOURCE MOBILISATION IN INDIAN PLANNING 


MEANING 

RESOURCE mobi.isa,ion refers .o .he scheme 

R ing a plan. H invo.ves ^-dy of var.ous m erna^ ^cx.crn^soorces^of 

SS mobilisation in Indian Plans for priva.e and public sec.or, 
arc as follows: 

METHODS OF RESOURCE MOBILISATION 

snourcf ...liable lor pci... i» l««« •” 

rrSSTS-* ....r“ 

receipts; and additional resource mobilisation in the form of fresh '” a ' l0 ° by 
Ihe Centre and the States. («) Ne, Budgetary receipts correspond,ng ,0 external 

^X pSr^S»n of resources can be had from a detailed study 
of financing the various Indian Plans. 

FINANCING THE FIRST PLAN 

the firs. Plan, the actual total investment in the public sector was Rs 1,960 

crores as against the estimated outlay of Rs 2,378 crores. The resource mob,fi¬ 
liation scheme of the Plan is shown in Table 61.1. 

The pattern of finance in the public sector shows that 73.4 per «nt of _the 
financial resources came from budgetary sources 17 per cent through deficit 

financing and 9.6 per cent from external resources. Surplus on current 
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and railway surplus provided 38.3 ptr cent of the Plan resources while loans 

from the public accounted for 10.5 per cent of Ihe total resources .This was an 
outstanding achievement of the First Plan, for public borrowing had exceeded 
by about Rs90crores tbc original target of Rs 115 crores. Similarly, small 
savings increased by Rs 34 crores and miscellaneous capital receipts by Rs 43 

Table 61.1. Financial Resources of the First Plan 
rum X* crores Percentage 


Taxation and surpluses of railways 
Public loans (net) 

Small savings and unfunded debt 
Miscellaneous capital receipts (net) 

External assistance 
Deficit financing 

— Total 1.960 100.0 


Source : Third Five-Year Plan. 


752 

205 

304 

178 

188 

333 


10.5 

15.5 
9.1 
9.6 

17.0 


crores from the original targets of Rs 270 and 135 crores respectively. The total 
amount of external assistance received was Rs 296 crores out of which Rs 188 
crores were actually utilized while Rs 180 crores were carried forward to the 
Second Plan. Deficit financing was resorted to in a very cautious manner. As a 
result, the actual amount of deficit financing exceeded the postulated by Rs 43 
crores only. 

The shortfall of public expenditure by Rs 418 crores as well as the non-utilisa¬ 
tion of the total external assistance during the period were attributed to defec¬ 
tive planning, delays in the execution of Plan projects, shortage of equipment 
and materials, and lack of trained personnel. On the whole, the modest First 
Plan did not face any financial difficulties and was mainly finarced through 
internal sources, the contribution of external assistance being 9.6 per cent of the 
total. The private sector investment exceeded the Plan estimate by Rs 200 crores, 
the actual total investment in the private sector being Rs 1,800 crores as against 
Rs 1,600 crores envisaged during the Plan. 

FINANCING THE SECOND PLAN 

The original Second Five-Year Plan proposed an outlay of Rs 4,800 crores. 
But subsequently the Plan had to be pruned and the actual expenditure came up 
to Rs 4,600 crores. The details of the resource mobilization scheme are given in 
Table 61.2. 

During the Second Plan the aggregate financial outlay in the public sector was 
below the original estimates by Rs 200 crores. There were wide divergencies 
between the original and actual outlays. The balance available from current 
revenues had shown a net fall of Rs 400 crores. It was minus fifty crores of 
rupees, as against Rs 350 crores as originally estimated. Small savings had also 
been less by Rs 100 crores than envisaged earlier. However, net loans from 
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... , . , h „ „ timate by Rs 80 crores. But deficit financing had been 


Table 61.2. Financial Resources of the Second Plan 


{In R* crores) 


hem 


~^— al Percentage Ac.ua, Pc,cca,a t c 


Balance from current revenues 
(excluding additional taxes) 
Contribution of railways 
Loans from public (net) 

Small savings (net) 

Provident fund and other miscel¬ 
laneous capital receipts 
Additional taxation 
External assistance 
Deficit financing 
Uncovered gap 


350 

150 

700 

500 

250 

450 

800 

1.200 

400 


7.3 

3.1 
14.6 
10.4 

5.2 
9.4 

16.7 

25.0 

83 


-50 

150 

780 

400 

230 

1.052 

1.090 

948 


Total 


4.800 


100 


4.600 


— 1.1 

3.3 

17.0 

8.7 

5.0 

22.8 

23.7 

20.6 


100 


on less essential imporls. Foreign exchange reserves! 

Rs 600 crores. In addition, external assistance of the order of Rs 872 crore ^ 

utilized in the public as well as private sectors, besides cornmo i y 

Rs 534 crores under .he PL 480 assistance and net drawals from the Inter 

" Th^SecTnd'pbn mgettl^Ocrorel (Rs 450 crores plus R s 400 chores of 

srof^“ 

ever, tax collection as a percentage of national income cou on y r 
^Unlike theFtot Pta. external assistance accounted for 23.7 per cent of the 

financial resources during Second Plan. Deficit finan ci ng ( 20,6 per^ cen a o g 

with heavy taxation (22.8 per cent) led to rise in 

Rs 2,400 crores in the private sector was exceeded by Rs 600 crores 
showed that heavy taxation did not adversely aETect private investment. 

FINANCING THE THIRD PLAN 

The Third Plan proposed an outlay of Rs 7.500 crores in the public sector which 
was raised to Rs 8,000 crores in the wake of the National Emergency, The actual 
investment was, however, Rs 8.577.2 crore. Table 61.3 shows the resource 


« Third Five-Year Plan, p. 34. 
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mobilization scheme of the Plan along with the original estimates. 

Over the Plan period, the total revenue receipts of the Centre, States and 
Union Territories rose by 100 per cent from Rs 1,718 crores in 1960-61 to 
Rs 3,599 crores in 1965-66. This massive increase in revenue receipts was the 
result of intensification of resource mobilization in the country. The yield from 
additional taxation exceeded the target of Rs 1,710 crores by Rs 1,182 crores. 
This was the outcome of the increased tax effects made by the Centre and the 
States. The emphasis was less on the imposition of new taxes and more on 
enhancing the rates and widening the coverage of existing taxes and duties. “A 
good part of the fresh taxation undertaken at the Centre and the States during 


Table 61.3. Financial Resources op the Third Plan 


(In Rs crores ) 


/ lent 

Original 

Percentage 

Actuals 

Percentage 

Balance from current revenues 





at 1960-61 rate of taxation 

550 

7.3 

:—) 419 

(") 4-9 

Contribution of railways at 1960-61 




fares, freight and tariffs 

100 

1.3 

62 

0.7 

Surplus from other public enterprises 4S0 

6.0 

373 

4.4 

Loans from the public (net) 

8C0 

10.8 

823 

9.6 

Small savings (net) 

600 

8.0 

565 

6.6 

State provident funds 

265 T 


3363 


Compulsory deposits and annuity 





deposits (net) 

— r 

7.2 

117 > 

8.4 

Steel Equalisation fund 

1051 


4 


Balance of miscellaneous capital 

J 


J 


receipts (net) 

179 


238 


Additional taxation, including 





measures to increase the surplus of 




public enterprises 

1,710 

22.8 

2,892 

33.7 

Budgetary receipts corresponding 





to external assistance (net) 

2,200 

29.3 

2,423 

28.2 

Deficit financing 

550 

7.3 

1,133 

13 2 

Total 


100 

8,577 

100 


the Third Plan period was, however, absorbed by increase in non-Plan expendi¬ 
ture including among others, defence and additional emoluments and allowances 
to Government employees so that the contribution of additional taxation 
towards Plan resources was smaller than might appear from the total yield.** 

During the first two years of the Plan, the balance from current revenues was 
Rs 163 crores and Rs 56 crores respectively. But in the subsequent years there 
was a sizeable deterioration following the declaration of the Emergency and the 
consequent increase in defence and other non-Plan expenditures with the result 
that the net balance from current revenues was minus Rs 419 crores, against 
Rs 550 crores estimated in the Plan. 

There was a shortfall in the anticipated contribution of railways by Rs 38 
crores against the five-year estimate of Rs 100 crores. During the first three 
years, the contribution exactly matched the anticipated sum of Rs 100 crores 
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but it declined in the It*Xay^^dinowancesof .heraiNayluff. ° 

csrssssas: - *■ - Rs 171 

ssrss.; «»*• ttt 

original eslimate.State by Rs 71 crores due 10 ihe 

introduction o/compuTory provident fund scheme for all Central Governmenl 

'TnthTorigin, hnancia, scheme of ,he ™rdPI». there 

compulsory deposits and annuity C P°*‘ ** h f f an additional 

sourci a,ong 

with the earlier one brought in Rs 11^crores 1 * , d al Rs i 0 5 crores. 

Th, out . r .. ^ .hi, source w»s Rs 23 

In the first three years of the Plan, abolished, as a 

crores. On I March 1964. *' ^TwlZ dlo "- Transactions. There- 
result no adjustments were to on , fon #nd $tcel ln 

££ STS °of theTlan came fo Rs I. crores. thereby making a total 

22 

Includes entries in the capital bu gc * on * p . io d the net out-turn was 

sr.5a:srA5S 1: s 

wou,d be 

speeded up." These expectations were fully Mter ahse ^ assis(ance 

b .r“S» 

utilisation was Rs ?,423 crores. being ■ P exceeded by 

itself on higher costs of capital equipment, materials, wages, cic.. 

sitating higher doses of deficit financing. 
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FINANCING THE ANNUAL PLAN 

The resources mobilisation scheme of the Annual Plans for 1966-69 along with 
their original estimates is given in Table 61.4. 

The years 1966 to 1968 of the Annual Plan were of great stress for the eco¬ 
nomy. Failure of harvests for two consecutive years 1965 to 1967 aud decline 

Table 61 A'Financing of the Annual Plans (1966-69) 


(in Rs crores) 


hem 

Original 

Estimates 

Actual 

Estimates 

Percentage 

Balance from current revenues at 1965-66 rates 

866 

303 

4.5 

Surplus of public enterprise at 1965-66 rates 

587 

409 

6.0 

(a) railways 

—64 

—1121 

—1.7 

(6) others 

651 

521 1 

7.7 

Additional taxation including measures to 
increase the surplus of public enterprises 

1,060 

J 

910 

13.5 

Loans from public (net) 

571 

719 

10.6 

Small savir gs 

391 

355 

5.3 

Annuity depos ts, prize bonds etc. 

State provident funos 

41 

65) 


253 

301 1 

14.1 

Miscellaneous capital receipts (net) 

126 

r 

586J 

Budgetary receipts corresponding to external 
assistance (net) 

2.4)5 

2.426 

35.9 

Deficit financing 

335 

682 

10.1 

Total 

6.675 

6,756 

100.0 


in the growth rate of industrial production and the rising price level put a heavy 
strain on the resources available for the two years. Balance from current 
revenues was Rs 303 crores which was much below the anticipated level by 
Rs 563 crores. Rather, the non-Plan expenditure increased because of increases 
in dearness allowances of the Government employees, higher cost of Govern¬ 
ment purchases, and of interest on foreign loan due to devaluation, and the 
grant of food subsidies. 

The deficit of the railways was minus Rs 112 crores which increased by 48 
crores more than the original estimate, due to the increase in the working ex¬ 
penses as a consequence of rising cost of material and grant of higher dearness 

allowances to employees, and the failure of the anticipated increase in railway 
traffic to materialise. Underutilisation of capacity coupled with higher dearness 
allowances and cost of materials resulted in the fall of Rs 1 30 crores in the sur¬ 
pluses of other public enterprises. They were Rs 521 crores. 

Additional taxation also fell short of the anticipated amount of Rs 1,060 
crores by Rs 150 crores. It was Rs 910 crores. Subscriptions to market loans 
were Rs 719 crores which were higher by Rs 148 crores. Collections from small 
savings were Rs 355 crores and were lower by Rs 36 crores. Accretions to State 
Provident Funds were Rs 301 crores which were higher by Rs 48 crores over the 
original estimate because the enhanced dearness allowance sanctioned during 
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1967-68 was credited to the provident fund accounts of £ 

or£al estimate of Rs 2.435 crores. ye. in reality they were lower by Rs 341 
"The 5 S^SSSnancing was Rs 682 crores against the estunated 

111 51SZJT& thcacual amount of deficit financing was Rs 189 
crores and Rs 224 crores respectively for the two years. 

FINANCING THE FOURTH PLAN 

Rs 8.980 crores. The resource mobtl.sation scheme of the Plan >s given 

"^A s'usual a number of defects and shortcomings are to be found in the re¬ 
source mobilisation scheme of the Fourth Plan. As a resuh. a number of item 
were overestimated while others were underestimated. ^ a'.emP' a 
appraisal of the financial scheme of the Plan with reference to Table « A 
According to the Draft Fifth Plan, the total outlay of the Fourth Plan was 
expected to^be Rs .6,160 crores, Rs 258 crores higher than the ongmal ma. 
of P Rs 15 902 crores However, making allowance for the rise in prices 
total resources In real terms were to show a significant shortfall as compared to 

“’SSS^mates. the balance from current -enues a. .96^69 rates 
,• j a . p c i A 7 i crores In actuality, it was (minus) Rs 236 crores. i nc 

l3 r rcounl ^k credit and the — grease 

in its income were Rs 296 crores as against 

estimates of Rs 225 crores. , p , R i 2fo crores were expected 

I'nthe'original estimates of the Fourth Plan, public borrowings (by the Centre 
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and State Governments, financial institutions, and Centre and State enterprises) 
had been placed at Rs 1,820 crores. In the final estimates, Rs 2,312 crores were 
expected from this source. Similarly, Rs 1,162 crores and Rs 874 crores were 
expected respectively from small savings and State provident funds as against 
Rs 769 crores and Rs 660 crores envisaged originally. Thus these two sources 
pointed towards increase of Rs 393 crores and Rs 214 crores respectively. 


Table 61.5. Financial Resources for the Fourth Plan 


Item 

• Original 

Estimates 

Latest 

Estimates 

Balance from current revenues at 1968-69 

rates of taxation 

1673 

—236 

Contribution of public enterprises at 

1968-69 fares, freights and tariffs: 

(a) railways 

265 

-165 

( b) post and telegraphs 

225 

318 

(c) 1DC, ARC. REC, DVC. and central 

power generation 

259 

181 

(d) others 

1.280 

801 

Retained profit of Reserve Bank 

202 

296 

Net market borrowing of central and state 

governments 

1.415 

2.135 

Borrowings by financing institutions: 

(a) FCI 

155 

— 

(b) others 

250 

177 

Small savings 

769 

1,162 

Annuity deposits, compulsory deposits. 

prize bonds, etc. 

(—) 104 

(-)9S 

State provident funds 

660 

874 

Net mice, capital receipts 

1,685 

1,455 

Additional resouice mobilisation . . . 

3,198 

4,280 

Loans from LIC etc., and state enterprises 

gross market borrowings 

506 

833 

Net budgetary receipt corresponding to 

external assistance 

2,614 

2,087 

Deficit financing 

850 

2,060 

Aggregate resources 

15,902 

16,160 


Source : Draft Fifth Five-Year Plan (1974-79). 


In the scheme of resource mobilisation, deficit financing to the tune of Rs 850 
crores had been underestimated as usual. In their enthusiasm to stick to a mode¬ 
rate dose of deficit financing, ths planners seemed to have forgotten the past in 
this respect. In the Third Plan, deficit financing was fixed at Rs 550 crores but 
the actual amount was more than double, being Rs 1,133 crores. In the three 
Annual Plans (1966-69). it was Rs 682 crores as against the estimated sum of 
Rs 335 crores. In fact, deficit financing is always a guess work, for all deficits in 
the different sources of financing a plan are met through this source. The actual 
amount of deficit financing, however, depends upon the prevailing economic 
trends. For instance, the Economic Survey for 1974-75 placed it at Rs 2,889- 
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adversely .'indirect taxes ranging from 25 to 50 per cent of the prices °f most 

~ SSL *» taxation in 
India far from curbing inflation has esti- 

iJted a^Rs^ 6H*crorefc^n'ui« 0 fina| , «°imates they'hat^bMn placed a, Rs 2,087 

than originally envisaged. 

FINANCING THE FIFTH PLAN 

The total outlay proposed for the public sector in the final Fifth Five-Year Plan 
had been estimated M Rs 39.303 crores.- The estimates of financial resources for 

,b S::=—. Of ,h. Fifth s- -.Is that 81, per 
cent of the total resources required for financing the Plan Proposed to 

raised through domestic budgetary resources. 14.8 per cen through 
assistance, and 3.4 per cent through defic.t financing. Details of the 

revenues a, 1973-74 rates of taxation for the Plan 
estimated at R * The sharp deterioration in the contribution of 

Emoluments of postal employees and increased cost of materials needed by 

iflssssssss 

“market borrowings were expected to yield Rs 5.879 crores or 15 per cen, 

. C J DC M42H2 crores. It* item-wise breakdown is not yet 

•The actual outlay had been Rs 39.426.^ crores. 

available. 
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of the total resources. But the actual net market borrowings exceeded the origi¬ 
nal estimates. They were Rs 6,537 crores. This was due to the tendency of the 
black money holders to turn it into white money. 


Table 61.6. Financing op the Fifth Plan Outlay 


Item 

Revised Plan 
{Rs crores ) 

Per cent 

Balance from current revenues at 1973-74 

rates of taxation 

4,901 

12.5 

Gross surplus of public enterprises at 1973-74 

fares, freights and tariffs: 

849 

2.2 

(a) railways 

— 1,818 


(b) posts and telegraphs 

380 


(c) others 

2,287 


Net market borrowings 

5,879 

15.0 

Small savings 

2,022 

5.1 

State provident funds 

1.987 

5.1 

Net term-loans from financial institutions 

628 

1.6 

Miscellaneous capital receipts (net) 

556 

1.4 

Additional resources mobilisation 

14,693 

37.4 

(n) Centre 

8,494 


(b) States 

6,199 


Borrowings against utilisation of foreign 

exchange reserves 

600 

1.5 

Net external assistance 

5,834 

14.8 

Deficit financing 

1,354 

3.4 

Total 

39,303 

100.0 


Source: Fifth Five-Year Plan, 1974-79. 


Small savings had been estimated at Rs 2,022 crores. They were more than 
fulfilled during the Plan Period because of the incentives provided in the taxa¬ 
tion proposals. The actual amount of small savings was Rs 2,475 crores. 

Net receipts from State provident funds were estimated at Rs 1,987 crores. 
These estimates were almost fulfilled on account of the payment into provident 
funds of the first instalment of the DA impounded in 1976 under the extended 
scheme of compulsory savings, together with interest thereon. The actual 
amount from this item was Rs 1,947 crores. 

Besides market borrowings, the State Governments also borrow from the LIC 
for housing, water supply and sewerage schemes, and from the REC for rural 
electrification. Such loans had been estimated at Rs 628 crores for the Plan 
period. 

Miscellaneous capital receipts “reflect the net result of receipts and disburse- 
ments under a number of budget heads. The major sources of receipts are loan 
recoveries from households, special deposits by the Employees’ Provident Funds 
and other non-Government Provident Funds and net accretion to other deposits 
and funds, while the major disbursements are loans for non-Plan purposes and 
capital outlays outside the Plan, including outlay on State trading. The estimates 
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for 1976-76 also take into account special borrowing of Rs 480 crores from the 
Reserve Bank against compulsory deposit.” The aggregated net miscellaneous 
capitaTreceipts over the Plan period had been calculated a. Rs 56 crores. But 
the'aetuaT'receipts were much higher, being Rs 7 319 crores exclusive of special 

borrowings from the Reserve Bank against compulsory deposit. 

The measures adopted by .be Central and State Governments and their enter¬ 
prises for additional resource mobilisation had been estimated to yield Rs 14,693 
crores over the Plan period. To achieve the financial target of Rs 14,693 crores, 
the Plan document laid emphasis on certain specific measures: (a) More reliance 
on ir direct taxes in order to curb conspicuous consumption, to promote econo- 
mic use of scarce resources, and to mop up windfall profits m certain fields. <*> 
Rationalisation of the pricing policies of public enterprises in order to bring 
pries in better alignment with costs, (e) Greater reliance on agricultural 

taxation, and revision of irrigation rates, road transport fares, and electricity 

tariffs by State Governments to augment their resources. . 

There was no provision for borrowing against utilisation of foreign exchange 
reserves in the Draft Fifth Plan. Since the foreign exchange position was quite 

comfortable and the reserves had increased substantially during the last few 
°“s Rs 600 crores were proposed in the final plan to be withdrawn from 
these'reserves during the last two years of the Plan. Actually Rs 758.3 crores 

were withdrawn during the last three years of the Plan. 

Net external assistance for the Fifth Plan had been estimated at Rs 5,834 
crores which comes to 14.8 per cent of the total outlay. But the actual amount 
of net external assistance during the plan period was less than that, being 

R In'the 9 Dr 0 af! Fifth Plan, the amount of deficit financing had been fixed at 
Rs 1 000 crores which was raised to Rs 1.354 crores in the final document of he 
Plan! But the actual amount of deficit financ.ng for the first four ywrs of c 

Plan was Rs 1,763 crores. It was Rs 1,602 crores in the last year of the Plan 
1978-79, thereby showing an overall amount of Rs 3,365 crores for the entire 

Plan period." 


•For the resource mobilisation scheme of the Sixib Plan, 


1980*85 refer to ihc next chapter. 



Chapter 62 

SIXTH FIVE-YEAR PLAN 1980-85 


T HE Sixth Five-Year Plan, 1980-85 was formally launched with the budget for 
1980-81. The Draft Plan-Frame was released in September 1980 and the 
Draft Sixth Five-Year Plan, 1980-85 in February 1981. The Plan envisages an 
aggregate outlay of Rs 1,72,210 crores. Of this, the public sector outlay is 
•estimated at Rs 97,500 crores and the private sector outlay at Rs 74,710 crores. 
The GDP is estimated to grow at the annual rate of 5.2 per cent and the per 
capita income at 3.3 per cent annum. 

OBJECTIVES 

The main objectives of the Sixth Plan are: 

(/) a significant step up in the rate of growth of the economy, the promotion 
of efficiency in the use of resources and improved productivity; 

(//) strengthening the impulses of modernisation for the achievement of econo¬ 
mic and technological self-reliance; 

(ill) a progressive reduction in the incidence of poverty and unemployment; 

(iv) a speedy development of indigenous sources of energy, with proper 
emphasis on conservation and efficiency in energy use; 

(v) improving the quality of life of the people in general with special reference 
to the economically and socially handicapped population, through a minimum 
needs programme whose coverage is so designed as to ensure that all parts of the 
country attain within a prescribed period nationally accepted standards; 

(vi) strengthening the redistributive bias of public policies and services in 
favour of the poor contributing to a reduction in inequalities of income and 
wealth; 

(vii) a progressive reduction in regional inequalities in the pace of development 
and in the diffusion of technological benefits; 

(v/i7) promoting policies for controlling the growth of population through 
voluntary acceptance of the small family norm; 

(ix) bringing about harmony between the short and the long term goals of 
development by promoting the protection and improvement of ecological and 
environmental assets and; 

(x) promoting the active involvement of all sections of the people in the 
process of development through appropriate education, communication and 
institutional strategics. 


•Ba<cd on Sixth Five-Year Plan (1980-85}—A Summary, Government of India. Planning 
Commission. 19S1. 
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STRATEGY OF THE PLAN 


of development at the local level and securing .heir sptedy and effective .mple- 

m To a achic V e the targeted growth rates of 5.2 per cent in GDP and 3.3 per cent 
To achieve tn g b involves a significant increase in the pace 

investment from 21.8 per cent of P f GD p in , 979.80 to 24.5 per 

irrigation potential as well “ ™ 

SSrSS 

prehensive policy framework for promol.ng savmg, productivity and greater 

e riVo h f e ;:v 0 .^ 0 For removing poverty, the Sixth Plan lays emphasis on 
(a) transferring assets and skills to the poorer sections of the society,^ and 

zMmmmm 

HHHisi 

S££~ru nsrJ s sss 

bution -A re f ,r,b “;°"° f rs 5 a P n e d 'agricultural labour households will have the 
above 5 acres, to small farmers and agne T he Plan aims 

effect of increasing income accruing to this clas y P , | ine by 

at raising 12 million households in the rural sector above the poverty oy 

adopting IRDP and other programmes in urban area s above 

The Plan also proposes to raise 6.1 million 01 me pu 
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the poverty line through public redistributive services like health, education 
and sanitation, housing and drinking water, and urban slum improvement 
programmes. 

Employment Generation. The employment policy of the Plan is two-fold: 
(i) to reduce underemployment by increasing the rate of growth of the gainfully 
employed; and (li) to reduce open unemployment. During the Sixth Plan, addi¬ 
tional employment opportunities will be available through a large number of 
development projects which will be undertaken by the public and private sectors. 
But such opportunities will by and large benefit the educated and the trained. 
Accordingly, the unorganised rural people need special attention. Small and 
marginal farmers and rural artisans having some asset base will be gainfully em¬ 
ployed through production enhancing schemes and allied agricultural pro¬ 
grammes like animal husbandry, fisheries, forestry, etc. 

However, 50 per cent of the agricultural labour households are landless and 
are without assets. The primarily depend upon wage employment for the 
sustenance. The National Rural Employment Programme has been proposed for 
such households. Under this programme development, projects and target group- 
oriented employment generation projects will be closely intertwined. NREP will 
be implemented as a Ceotrally-sponsored scheme on a 50:50 sharing basis 
between the Centre and the States. The Centre will provide its share partly in 
cash and partly in foodgrains. Accordingly, wages will also be paid in cash and 
partly in grains. Thus NREP aims at providing employment opportunities which 
will help the rural poor to get their daily bread, and planned utilisation of man¬ 
power for economic development. 

Agricultural and Allied Sectors. The agricultural and allied sectors have 
been estimated to grow at the rate of 32.9 per cent in terms of gross value added 
by the end of the Plan (1984-85). Commodity-wise foodgrains are estimated to 
increase from 109 metiic tonnes in 1979-80 to 149 154 metric tonnes in 1984-85; 
sugarcane from 128 metric tonnes to 200-215 metric tonnes, oilseeds from 81 
lakh tonnes to 110 lakh tonnes; cotton 77 lakh bales to 92 lakh bales; and jute 
and mesta 80.3 lakh bales to 91 lakh bales over the Plan period. To achieve 
these targets, the agricultural policy during the Sixth Plan is: (a) to consolidate 
the gains already achieved; (6) to accelerate the pace of implementation of land 
reforms; (c) to extend the benefit of new technology to more farmers, cropping 
systems and regions; (d) to promote greater farm management efficiency through 
concurrent attention to cash and non-cash inputs; (e) to make agricultural 
growth not only an instrument of maintaining an effective national food security 
system but also a catalyst of income and employment generation in rural areas; 
(/) to promote scientific land water-use patterns based on condsideration of 
ecology, economic energy, conservation and employment generation; (*) to safe¬ 
guard the interests of both producers and consumers by the needs of production, 
conservation marketing and distribution in an integrated manner. Besides, to 
sustain and expand production, a variety of inputs and services like fertilisers, 
manures, improved seeds, plant protection chemicals, modern implements and 
machinery, and agricultural credit arc proposed to be increased considerably. 
For instance, the level of credit support by cooperatives and commercial banks 
including regional rural banks is projecied to increase from Rs 2,550 crores in 
1979-80 to Rs 5,415 crores in 1984-85. During the Sixth Plan, 13.6 per cent of 
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the total public sector outlay has been earmarked for agricultural and allied acti¬ 
vities (Table 62.1). 

Irrigation and Flood Control. The outlay on irrigation and flood control 
during the Plan period is estimated at 9.7 per cent of the total Plan outlay. It is 
expected to increase the irrigation potential from minor, medium and major 
projects by 137.41 lakh hectares. The strategy of irrigation development during 
the Plan period will be: (a) to expeditiously complete ongoing medium and 
major irrigation schemes as technically and financially feasible; ( b) to start only 
a few selected projects so as to keep up the tempo of development in the Seventh 
Plan, as also to meet the needs of drought prone, tribal and backward areas and 
to remove regional imbalances; (c) to improve implementation of the programme 
by aiding and strengthening monitoring organisations of the projects both at the 
State and Central levels; ( d ) to plan in advance for scarce materials of construc¬ 
tion such as cement, steel, coal, diesel, etc., required for planned implementation 
of medium and major irrigation works; (e) to take up work of modernisation of 
irrigation systems in a phased manner; (/) to introduce Warabandi on 
rotational distribution system on the existing and new projects; (g) to optimise 
benefits through the conjunctive use of surface and ground waters; (h) to 
strengthen Command Area Development (CAD) organisations and authorities, 
and to integrate functioning of canal management authorities, CAD authorities 
and irrigators; (/) to ensure adequate maintenance of canals and distribution 
systems by making adequate financial allocations; ( j) to set up a system for 
regularly evaluating the performance of projects by appraising the actual benefits 
vis-a-vis proposed; (k) to carry out detailed surveys and investigations for pre¬ 
paration of new project reports to be undertaken by the end of 1989 90; (/) to 
start investigation for a National Plan for inter-basin transfers of water from the 
water-surplus aseas to the water-short areas; (m) to restructure the management 
procedures in such a way that the farmers and public in command, edtehment 
and watershed areas fully participate in the scientific management of the water 
and soil resources of the area and thereby increase terrestrial and aquatic pro¬ 
ductivity per units of water, land and time. 

Energy. The Sixth Plan accords the high priority to the development of 
energy by allocating 19.8 per cent of the total outlay on it. The development 
strategy of this sector is to reduce dependence on imported oil by following an 
appropriate pricing policies, utmost economy and maximum efficiency in the 
proper use of petrol, diesel and petroleum products. Some of the other features 
of this are: (/) To intensify efforts for the exploration and development of 
domestic resources of oil. (ii) To pursue vigorously the exploitation and develop¬ 
ment of coal, hydro an nuclear resources for power generation. (Hi) To set up 
biogas plants in order to economise the use of kerosene and diesel in rural areas. 
Lastly, greater attention to be paid to research on the development of renewable 
sources of energy, particularly the use of solar energy. 

Industry and Minerals. For the development of industry and minerals, the 
Sixth Plan allocates 20.9 per cent of the total outlay, thereby giving the highest 
priority to this sector. Besides emphasising optimum utilisation of existing 
capacities and improvements in productivity, the industrial development strategy 
includes: (a) Substantial increase in manufacturing capacities in public and 
private sectors to raise the supply of consumer, intermediate and capital goods, 
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(b) Stepping up of the export of engineering goods and industrial products so as 
to increase foreign exchange resources substantially, (c) import of co " le ”P°* J* 
technology and the development of indigenous know-how through domestic 
R & D. Lastly, adopiion of new strategies for the development of backward 
recions and to prevent concentration of industry in existing metropolitan areas. 

Due to its very favourable capital-output ratio and high employment intensity 
in the village and small indusiries sector, the Plan gives high priority to its 
speedy development and allocates 1.8 percent of the total outlay to !h,s secl ° r - 

The main features of the strategy are: (i) To improve the levels of production 
and earnings by upgrading of skills and techniques and producer-oriented 
marketing; (/«) creation of additional employment opportunities by dispersal 
and decentralisation of industries in rural and semi-urban areas; (w) to establish 

a wider entrepreneurial base by providing appropriate training and package ot 

incentives; (/»•) creation of a viable structure of village and small industries in 
order to progressively reduce subsidies; and lastly, to increase efforts in export 

Pr Transp 1 ort. The importance of transport infrastructure for the industrial 
sector and the general development of the economy for a country of the size ot 

India can hardly be overemphasised. The Sixth Plan recognises the need for a 

National Transport Commission at the Centre for an effective coordination and 
integration of different aspects of the tronsport sector. Among the objectives and 
strategies of the national transport policy of the Plan are: (a) removal of t e 

transport bottlenecks that have existed in the movement of industrial and agri¬ 
cultural goods and in the promotion of international trade; ( b ) creation of ade¬ 
quate additional capacity to match and remain ahead of anticipated traffic; (c) 
conservation of energy, especially diesel, to the maximum extent; (</) coor ma- 
tion among different user organisations for making optimum use of available 
capacityAvithin the transport sector; (e) priority to the completion of on-going 
projects; (/) maximum utilisation of existing assets through higher productivity; 
(g) evolving a rational pricing structure in the public sector transport under¬ 
takings so that they may run on profits and contribute adequately to the 
national resources; and (/i) special emphasis to the transport needs of rcmote 

and isolated areas like the Nonh-Eastern Region. For the development of rail, 

road and other transport infrastructure, the Sixth Plan allocates 15.9 per cent of 
the total outlay. 

Social Services. To improve the quality of life of the people, the Sixth 1 Ian 
gives a very high priority to social services. Accordingly, 18.3 per cent of the 
total Plan outlay has been allocated to this sector. Social services is a very com¬ 
prehensive term which includes education, health and family welfare, housing 
and urban development, water supply and sanitation, welfare of scheduled 
castes, scheduled tribes and other backward classes, social welfare, nutrition, 
labour and labour welfare, etc. However, it is through the Minimum Needs 
Programme (MNP) that social services will be provided to the people. 

The MNP was introduced in the Fifth Plan (1974-79) and includes the follow¬ 
ing components: elementary education, rural health, rural water supply, rural 
roads, rural electrification, housing assistance to the landless laboures, environ¬ 
ment! improvement of urban slums, and nutrition. The Plan emphasises that 
••for optimising benefits, these programmes have tc be taken as a package and 
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related to specific areas and beneficiary groups.” There is also greater need for 
integration at the micro-level where the programmes are to be implemented. 
Keeping in view the urgency and importance of these programmes, the Sixth 
Plan gives high priority in the allocation of resources by allocating Rs 5,807 
crores to MNP out of Rs 14,035 crores allocated to the eotire social services 
sector. 

The Sixth Plan conceives family planning as a part of health and family 
welfare. Such a programme consists of an integrated package of measures in 

healthcare, water supply,sanitation, infant nutrition, care for the aged, edu¬ 
cation and extension services. The objective of the population policy is to 
reduce the net reproduction rate to 1 per cent by 1995. 

PUBLIC SECTOR OUTLAYS 

In keeping with the broad strategy outlined above, the distribution of public 
sector outlays in the Sixth Plan is detailed in Table 62.1. 


Table 62.1. Distribution of Public Sector Outlaws (1980-85) 


Head 

Agriculture and allied activities 
Irrigation and flood control 
Energy 

Village and small industries 
Industry and minerals 
Transport and communications 
Social services and miscellaneous 


Total 


Outlay (Rs Crores ) 

% of Total 

13274.7 

13.6 

9493.5 

9.7 

19265.4 

19.8 

1780.5 

1.8 

20407.1 

20.9 

15484.2 

15.9 

17794.6 

18.3 

97500.00 

100.00 

of the Sixth Plan. 


The total public sector outlay for the Plan period has been fixed at Rs 97,500 
crores which also includes current outlay of Rs 13,500 crores. Of the total out¬ 
lay, Rs 47,250 crores is in the Central sector and the balance of Rs 50,250 crores 
is in the States and the Union Territories. 


FINANCING THE SIXTH PLAN 

The aggregate financial resources for the Sixth Plan have been placed at Rs 
1,72,210 crores, consisting of an investment outlay of Rs 1.58.710 crores and 
current outlay of Rs 13,500 crores in the public sector. Of the investment outlay 
of Rs 1,58,710 crores, Rs 1,49,647 crores will be financed through domestic 
savings and Rs 9,063 crores from net inflow of funds from abroad, as shown in 
Table 62.2. The Table further reveals that of the total domestic saving of Rs 
1,49,647 crores. 22.9 per cent are estimated to be generated in the public sector 
and the remaining 77.1 per cent in the private sector during the Plan period. 
Within the private sector, the household sector is expected to contribute the 
major share 70.1 per cent of the total domestic saving. 
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Of the aggregate outlay of Rs 1,72,210 crores envisaged for the Sixth Plan, the 
public sector outlay has been estimated at Rs 97,500 crores and the balance of 
Rs 74,710 crores in the private sector. The estimates of financial resources in the 
public sector are shown in Table 62.3. 

The scheme of financial resources for the Plan as presented in the Table 62.3. 
reveals that 90 per cent will be mobilised from domestic sources and the remain¬ 
ing 10 per cent from external sources. Of the domestic resources, greater 
reliance has been placed on additional resource mobilisation, marketing borrow¬ 
ings, and on balance from current revenues. 

Item-wise, of the aggregate resources of Rs 97,500 crores, the balance from 
current revenues at 1979-fcO rates of taxes is expected to yield 14.85 per cent of 


Table 62.2. Estimates of Gross Domestic Saving, Investment 
and Aggregate Resources (1980-85) 

SI. No. hem 


1. Public Saving 

(I) Government 
(//) Public enterprise! 

2. Private Saving 

(I) Household sector 
(U) Corporate sector 
{III) Cooperative sector 

3. Aggregate Domestic Saving (1+2) 

4. Net Inflow from Abroad 

5. Total Saving availble for Gross Investment (3+4) 

6. Current Development Outlay in the Public Sector 

7. Aggregate Resources 


Table 62.3. Estimates of Financial Resources 
eor the Sixth Plan, 1980-85 


SI. No. hem 

{Rs crores at 1979-80 prices ) 
Amount % of Total 

1. 

Balance from current revenues at 1979-80 
rotes of taxes 

14478 

14.85 

2. 

Contribution of public enterprises 

9395 

9 64 

3. 

Marketing borrowings 

19500 

20.00 

4. 

Small savings 

6463 

6.63 

5. 

State provident funds 

3702 

3.79 

6. 

Term loans from financial institutions (Cross) 

2722 

2.79 

7. 

Miscellaneous capital receipts (Net) 

4009 

4.11 

8. 

External assistance and borrowing from rest of 
the world (Net) 

9929 

10.18 

9. 

Drawing down of foreign exchange reserves 

1000 

1.03 

10. 

Additional resource mobilisation 

21302 

21.85 

11. 

Uncovered gap deficit financing 

5000 

5.13 

12. 

Aceregate Resources 

97500 

100.00 


Amount Rs crores at 
1 79 80 prices 

34200 

13430 

20770 


115U7 

104859 

9053 

1535 


149647 

9063 

158710 

13500 


172210 
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the total. Public enterprises are estimated to contribute 9.6 per cent. Market 
borrowing of Government, public enterprises and local bodies are expected to 
yield 20 per cent, while the contributions of small saving and slate provident 
funds have been estimated at 6.6 per cent and 3.8 per cent respectively Besides, 
the gross terra loans by State Governments from financial institutions for deve¬ 
lopment purposes have beeo estimated to yield 2.8 per cent of the total. 

The miscellaneous capital receipts reflect the net result of receipts and dis¬ 
bursements under a number of budget heads. The major sources of receipts are 
loan recoveries from households, special deposits from the Employees Provident 
Funds and other non-Governmental provident funds and net accretions to other 
deposits and funds. On the other hand, the major disbursements are loans for 
non-Plan purposes, and capital outlays outside the Plan. The aggregate net 
miscellaneous capial receipts over the Plan period have been estimated at 4 per 


cent of the total resources. . ^ . d, < neo 

Of the external resources for the Plan, net aid has been estimated at Rs 5,88V 
crores and other inflow at Rs 4.040. Besides, Rs 1.000 crores are proposed to be 

drawn from foreign exchange reserves. .... 

The Sixth Plan places the greatest emphasis on additional resource mobili¬ 
sation. Of the total amount of Rs 21,302 crores envisaged in the Plan the share 
of the Central Government has been fixed at Rs 12.290 crores and of the States 
at Rs 9 012 crores. Of the Central target of Rs 12,290 crores, Rs 5,140 crores 

are expected from additional taxation, Rs 3,250 crores by way of reduction in 

subsidies, and Rs 3,900 crores from internal resources of public enterprises. The 
Plan document suggests a number of measures toward this end. 

So far as the reliance on additional taxation is concerned, there has been pro¬ 
gressive increase in the rates of taxes in the past. As a result, the ratio of tax 
revenues to country’s national income has gone up to 20 per cent. “The scope 

for raising additional revenues, therefore, through mere changes in tax rates is 

rather limited. On the other hand, there is considerable scope for reducing tax 
evasion, rationalising tax laws, streamlining tax administration and widening the 
tax base in the urban sector and tapping the surpluses of the affluent section ot 
the farming community.” 

The Central Government gives subsidies on food, fertiliser, exparts, etc, which 
are expected to be of the order of Rs 12,000 crores over the Plan period at 1979- 
80 rates To release additional resources for the Plan, there is need to keep these 
subsidies within reasonable limits as also to reduce them. The Plan suggests, 
“In respect of food subsidies, while increase in procurement prices may have to 
be allowed in future in order to provide incentives to the farmers as well as to 
offset the rise in the cost of inputs, measures would have to be taken simultane¬ 
ously for the appropriate revision of issue prices of foodgrains and for reduction 
in the operational costs of the Food Corporation of India and other agencies. 
Similarly, if the cost of imported fertilisers goes up, the fertiliser prices may 
have to be raised so that fertiliser subsidy is maintained at the 1980-81 level. It 
is also not possible to expand the scope of export subsidies and other measures 
need to be employed to promote exports.” The Plan expects to net Rs 3,250 
crores by reduction in subsidies through these measures during the Plan period. 

In the scheme for additional resource mobilisation, public sector undertakings 
are expected to contribute an additional amount of Rs 3,900 crores. This will 
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only be possible if those undertakings which are incurring losses break-even 
while the return on investment in the case of others increase. For this, the rate 
of return on investment of these enterprises should rise from 8 per cent during 
the Plan period to 10 per cent by the end of the Plan. This requires “improved 
operational efficiency, better inventory management control, improvement m 
managerial capability and appropriate changes in price policy, wherever neces¬ 
sary. .. At present the domestic crude oil is underpriced and a moderate adjust¬ 
ment could yield a substantial revenue over the Plan period.*’ 

The States are envisaged to mobilise additional resources to the tune of Rs 
9,012 crores during the Plan period. A part of this is expected to be contributed 
through appropriate adjustments in tax rates and better collection. To mobilise 
a part of the surpluses generated in agricuture, the Plan suggests decentralisa¬ 
tion of powers and involvement of local community in mobilising additional 
resources. Further, determined efforts are needed to improve the financial re¬ 
turns of irrigation, State electricity boards and road transport corporations. The 
gross receipts from irrigation currently do not cover even working expenses. The 
States should raise irrigation rates for covering only working expenses. This 
alone is estimated to bring an additional revenue of Rs 325 crores over the Plan 
period. Similarly, the State electricity boards should take appropriate steps to 
eliminate their losses. This is essential considering the massive investments which 
have been envisaged for the power sector during the Plan period. The State road 
corporations arc also making losses. They should adopt effective measures, in¬ 
cluding adjustment in fares, so as to eliminate losses. 

The uncovered gap of the Plan to be covered by deficit financing has beer* 
estimated at Rs 5,000 crores. 

A Critical Appraisal of the Plan 

The Sixth Plan is bold and ambitious—bold in terms of the total plan invest¬ 
ment and ambitious for its targeted growth rates. There is a stepup of 150 per 
cent in the public sector outlay on the Fifth Plan and of 175 per cent in the 
private sector outlay. The targeted growth rates of 5.2 per cent in national 
income and 3.3 per cent of per capita income are ambitious, as the past experi¬ 
ence indicates. During the last three decades of planning, national income ha* 
grown at the rate of 3.6 per cent per annum while the per capita income has. 
grown at 1.2 per cent. The economy has been passing through severe constraints 
to which the Plan itself refers thus: “It should be recognised that the Sixth Plan 
is being launched under difficult conditions. These include the acute inflationary 
pressures which have prevailed since March 1979, a setback in the functioning 
of such critical sectors as power, coal, railways and steel in the years immedi¬ 
ately preceding the launching of the Sixth Plan and the steep rise in the price of 
petroleum products resulting in an increasing deterioration in the nation’s terms 
of trade and the balance of payments.*’ It is, therefore, doubtful if the targeted 
growth rates and physical targets of agricultural and industrial outputs can be 
achieved. 

Another criticism of the Plan is that its resources have been estimated at 1979- 
80 prices and not at current prices, 1980-81, when the Plan was launched. Dur¬ 
ing this period of one year, prices have been risen by 16 per cent. It means that 
the cost of on-going projects has risen and that the outlay is much lower in real 
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‘""he es„ma,es of financial resources for .he Plan appear to be on .he high side. 
Except for a few items like marketing borrowing small saving,, and P 

vident funds, the others are likely to fall short of the “timatcs. 

Item wise, the balance from current revenues a. ,979 80 J'^ ° " Xa 
estimated at Rs 14,478 cores (Table 62.2) appears to have been o«re»inn'd 

because the present inflationary trends are likely to 

period, thereby necessitating the release of additional D A n ' ns a “' 

of emoluments, raising the cos. of materials, and increasing the burden of 

“Surpluses of public enterprises estimated a. Rs 9,359 crores are also no. 
likely .ote me. because of their pas. trends. They continue to suffer from 
several constraints. As the Economic Survey for 1980-SI pointed out: The 
public sector unde.akings . .. fared badly during 1979-80 as a result of seve I 
constraints like non-availability of power, steel and non ferroupetals, wa* 
quale transport and port facilities, labour relations, etc. Simda.y xhebM* 
m/C Survey for 1981-82 noted: "In 1980-81. the performance of major enterprises 
for steel coal, fertilisers and chemicals and heavy engineering, however, showed 

''it^marketing borrowings, though kept a, a very high level of ^ 
res, are likely to be fulfilled because of the widespread tendency of black money 

^r'assmail salm^and State provident fund are concerned they are also 
likely to be fulfilled because of the various saving incentives provided in 

SUSS— - K. 

estimated at a very high level. Of the urge, of Rs !2.290 crores by the Centre 
Rs 5,140 cores are expected from additional taxation. During the firs: >« r of 
the Sixth Plan, additional resource mobilisation was ol the order of Rs .85 
crores. This implies that only Rs 1 , 500 - 1 ,600 crores would be coming from ‘h.s 
resource over the Plan period. It would mean additional taxation to the tune 

Rs 3 500 crores by the Centre. If the increase in the rates on water, pow er and 
transport, etc. by the State Government are also added to h.s amount, they will 

adversely affect the economy. 

Again, it is doubtful if it would be possible to reduce subsidies on fert Users 
foodgrains, and exports under the present trend of rising Pnces Morec er. 
greater emphasis on labour-intensive projects a. the village level, and on tmy 

and small industries will necessitate the gran, of subsidies «•«>*«• 

In the scheme of additional resource mobilisation, the planner* expect 
Rs 3,900 crores from internal resources of public enterprises in add,non to 
Rs 9,395 crores from them. These are highly unrealistic ^^.a.ions from pub- 
lie enterprises whose net profits after taxation were mwus Rs 74 crores 
80 and rose to minus Rs 182 crores in 1980-81. 

The balance of payments position for the firs, two years of the Plan casts 

doubts as to the fulfilment of the financial target of Rs 9 929 crores from exter- 
nal assistance and borrowing from the res. of the world. As the Economic Suri.y 
for 1981-82 pointed out: "The external trade and payments aituation has been 
under severe strain since 1979-80. The full impact of the doubling of oil prices in 
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the course of 1979 was felt only in 1980-81 when total imports reached Rs 
12,465 crores. Exports remained sluggish reflecting domestic production cons¬ 
traints and infavourable world market conditions. The trade deficit more than 
doubled to reach Rs 5,756 crores in 1980-81.” The situation remained difficult 
in 1981-82. Consequently, foreign currency assets declined by Rs 341.6 crores in 
1981-82 as against Rs 56.2 crores in 1980-81. 

In the scheme of resource mobilisation deficit financing has been estimated at 
Rs 5,000 crores. But this item has been underestimated because the total bud¬ 
getary deficit for the first three years of the Plan has been estimated at Rs 5,452 
crores. Naturally it is likely to be much higher during the Plan period when 
other financial resources fall short of their targets. 

The moot question is not the desirability of such a massive Plant but the ful¬ 
filment of the financial targets under prevailing decelerating trends in the eco¬ 
nomy. The success of the Plan will depend on the extent to which they can be 
arrested and reversed in the remaining years of the Plan. 


Chapter 63 

THE PATTERN OF INVESTMENT IN INDIAN PLANS 

rp H E pattern of investment refers to ''be allncat.on of “nTpfan is 

1 various sectors of the economy. The pattern o ^ ^ , he 

:=^ S ;^P^=fi!£ 

mines whether priority is to be given to agricultural social services. 

„r » im.11 or Il'P is determined in ■ 

,0. «... i-POL... .«P I" <—“• * 

"'SSrS—.i».bo™«. W ..P..P.oI«> I* ■«■*■ '» 

Tabic 63.1. 

THE FIRST PLAN 

education, etc., and to develop ••"«*«*• including irrigation 

—- — T “ 

Table 63.!. P, TO .» .. ■» ■»— *>” <* , 

llnd lllrd Annual I™ ^ ^ 

<„'£*> tm/^> t wpjOZB- 


Head 
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ed sectors 
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requirements of the rising population and expanding industrial sector of the 
economy. Next in order of priorities were investment on transport and commu¬ 
nication (27 per cent) and social services (23 per cent). 

The main defect of the pattern of investment in the First Plan was the low 
priority given to the development of industries and minerals on which only 6 per 
cent of the total investment was made. This led to serious difficulties of foreign 
exchange, industrial raw materials, rising prices, etc. during the Second Plan. 

THE SECOND PLAN 

To correct this imbalance in the pattern of investment of the First Plan, the in¬ 
vestment on industries and minerals was of the order of 20 per cent out of the 
total outlay of Rs 4,600 crores during the Second Plan. This much of invest¬ 
ment was considered essential for building a strong capital base and to increase 
productive and technical capacity within the economy. More attention was 
focused on the development of cottage and small industries to create larger 
employment opportunities by investing 4 per cent of the total outlay on them. 

For a balanced development of the economy, investments in transport, agri¬ 
culture and irrigation, and social services were kept at high levels. Investment 
on transport and communications was 28 per cent which was the highest among 
all the sectors. This was essential to overcome transport bottlenecks that were 
expected to arise with development. Investment of the order of 20 per cent on 
agriculture and irrigation was essential to supply additional foodgrains for the 
growing population and raw materials for industrial progress. To expand facili¬ 
ties for training of science and technical personnel and for increasing their 
supply in order to reduce inadequacies of administrative machinery 18 per cent 
of the total investment was made on them which also included expenditure on 
improving health, sanitation and education. 

The pattern of investment outlined above was successful in the establishment 
of heavy industries like steel, machine tools, machinery, heavy electricals, 
scientific instruments, etc. It also helped in developing the means of transport 
and communications a little. But production in the agriculture sector was not 
uniform to meet the requirements of the industrial sector. This was due to large 
scale dependence on uncertain monsoons. Further, cottage and small industries 
failed to boost the production of consumer goods, and investment on social 
services failed to remove administrative inadequacies. Due to large investments 
in the different sectors of the economy and shortages of raw materials, power 
and consumer goods, large imports of foodgrains, raw materials and heavy 
machinery and equipment were imported which led to acute foreign exchange 
difficulties. Further, shortages of essential materials and commodities created 
severe inflationary pressures within the economy. 

THE THIRD PLAN 

The failure on the agricultural front and the strains and stresses experienced by 
the economy during the Second Plan made the planners more cautious in 
designing the pattern of investment for the Third Plan. Accordingly, the pattern 
of in\cstment during the Third Plan was designed to increase and sustain the 
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strains and stresses in the economy were removed, and the tempo of develop¬ 
ment initiated in the earlier plans was kept up which paved the way for starting 
•the Fourth Five-Year Plan. 


THE FOURTH PLAN 

The pattern of investment in the Fourth Plan was such as to give the highest 
priority to agriculture and irrigation development programmes. As such, out of 
the total investment of Rs 15,779 crores, 24 per cent was allocated to this sector, 
while the allocation to every other sector was almost uniform at 19 per cent. 

Specific attention was paid in the Fourth Plan towards improving the lot of 
the small cultivator, the farmer and the agricultural labourer. For this, they 
were provided more facilities in the form of minor irrigation, agricultural credit, 
inputs services, etc. The Agro-Industrial Corporation was set up to supply 
agricultural machinery on hire-purchase and to provide technical and other 
•related services to the farmers. Further, a Small Farmers* Development Agency 
was set up in 45 selected districts to help ensure availability of inputs service 
and credit. Another important measure to help the small farmers was to inten¬ 
sify land farming through research and application of new technology to dry 
•farming areas. Besides, the programmes started in the earlier five-year plans 
were continued and intensified. But the overall strategy was intensive cultivation 
instead of bringing additional land uoder cultivation. 

The pattern of investment in the industrial sector aimed at dispersal of indus¬ 
trial activity and enterprise. For this purpose, assistance and incentives were 
.provided by the State Governments, and disincentives and restrictions were 
imposed for the establishment of industries in large cities. The policy of dis¬ 
persal of industries also aimed at reducing concentration of ccomomic power 
and increasing employment opportunities. The pattern of investment on the 
•development of transport and communication was so designed as to reduce 
transport bottlenecks and to develop transport facilities in backward areas for a 
balanced regional development. In the fields of social services and power genera¬ 
tion, the schemes of the Annual Plans were continued. In the overall pattern of 
investment, the aim was to increase exports and reduce imports and to do away 
•with foreign aid gradually. Priorities were fixed in such a manner as to maintain 
stability and progress towards self-sufficiency. 

Despite allocating a very high percentage (24 per cent) of total investment to 
•the development of agriculture and irrigation, there were shortfalls in agricultural 
production during the plan period. These were not due to bad weather condi¬ 
tions but due to technological constraints, and short-falls in the supply of 
•chemical fertilisers and improved seeds. 

THE FIFTH PLAN 

The investment pattern of the Filth Plan was in keeping with its twin objectives 
•of removal of poverty and attainment of economic self-reliance. The guiding 
principles of the pattern of investment were: (i) Speedy completion of projects; 
•(/») full utilisation of capacities and potentials already created; (iii) achievement 
of the inescapable minimum targets of additional capacity in the core sector; 
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power 20 per cent, social services 17 per cent, and transport and communications 
16 per cent. 

A Critical Appraisal 

The pattern of investment followed in the various Five-Year Plans has resulted 
in all round progress in the different sectors of the economy. 

There has been striking progress in the production of individual crops. Pro¬ 
duction of foodgrains has increased from 50 million tonnes in 1950-51 to 130 
million tonnes in 1980-81, of oilseeds from 5 million tonnes to 8 million tonnes, 
of sugarcane from 6.4 million tonnes to 15.8 million tonnes, and of cotton from 
4.2 lakh bales to 7.0 lakh bales over the same period. This has been made possi¬ 
ble by the introduction of high-yielding varieties of seeds, chemical fertilisers 
and pesticides, improved implements and machinery, multiple cropping, ex¬ 
pansion of irrigation with improved water management, larger agricultural 
credit, suitable price for farm produce, and expenditure on research and 
farmers, training and education. The average growth rate in Indian agriculture 
had been 2.7 per cent per annum during the period of planned development 
which has lifted the economy from stagnation. This has been made possible by 
increased and judicious investments in agriculture year after year. 

At the time of launching the First Plan, India bad a very small industrial base. 
But in successive plans large allocations of investment outlays have been made 
for the development of the industrial infrastructure in the country. Considerable 
progress has been made in the growth and diversification of the industrial sector 
due to the industrial policy followed from time to time. Diversification of 
exports and the growing import substitution have been the other important 
effects of the investment pattern of the industrial sector. The country now pro¬ 
duces a wide range of machinery and machine tools; metallurgical, mechanical 
and electrical engineering equipment; locomotives; wagons; air craft; chemical 
fertilisers, etc.; and a wide range of consumer goods and gadgets. 

There has been a considerable increase in the production of many industrial 
products. The output of coal rose from 34 million tonnes in 1950-51 to 119 
million tonnes in 1980 81, of steel ingots from 1.5 million tonnes to 9.5 million 
tonnes, of cement from 5 million tonnes to 18.6 million tonnes, and of sugar 
from 1.1 million tonnes to 5.2 million tonnes. Besides, India’s imports of con¬ 
sumer goods have virtually ceased, while that of machinery, fertilisers and other 
sophisticated industrial products have been considerably reduced. Even the 
imports ol petroleum products have been reduced from 92 per cent to 63 per 
cent over the planning period. 

The country has also made tremendous progress in the field of infrastructure. 
Electricity generated increased from 5.3 billion kwh in 1950-51 to 110.8 billion 
kwh in 1980-81; volume of traffic by railways from 44 billion tonnes km to 162 
billion toniics km; road mileage from 1.6 lakh km to 6.7 lakh km; and freight 
movement by road from 5.5 billion tonnes km to 87 billion tonnes km; and ship¬ 
ping from 2 lakh GRT to 5 5 million GRT. 

Despite these spectacular achievements in the agricultural, industrial and 
infrastructural fields due a balanced pattern of investment in the Five-Year 
Plans, the growth rates have been low. The Indian economy grew at an average 
rate of 3.5 per cent per annum. The growth rate of the agricultural sector was 2.7 
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per cent per annum and that of the industrial sector 6 per cent per «num bet- 

* n 1050-51 to 1980-81. These slow growth rates cannot be attributed to any 
X L ,L investment pattern but they have been the result of faulty execut.on 

rESSiS 

unemployment show no signs of reduction. Unfavourable balance of payments 

and inflationary pressures continue to be severe. 



Chapter 64 

AGRICULTURAL POLICY UNDER THE PLANS 


INTRODUCTION 

TNDIA is primarily an agriculture-oriented country where about 70 per cent of 
the population is engaged in agricultural pursuits. “Agriculture is not merely 
an occupation. It is a way of life, which for centuries has shaped the thoughts 
and outlooks of many millions of people.” Despite this, Indian agriculture has 
been characterised by low level of productivity, low level of farm technology, 
low farm income, and wide fluctuations in agricultural output due to vagaries of 
the monsoon. When India launched the era of Five-Year Plans, there was no 
clear cut policy with regard to the development of agriculture. The emphasis till 
the end of the Third Plan was to use traditional techniques and skills to meet 
the current needs of the economy. Productive capacity was sought to be 
increased through the extension of irrigation, agricultural extension, and com¬ 
munity development programmes. These measures failed to make a break¬ 
through in agricultural production. It was the adoption of the New Strategy of 
Agricultural Development in 1966-67 that ushered in the era of the Green 
Revolution in the country. We discuss below the Indian agricultural policy 
through the various Plans, and at the end the Green Revolution. 

AGRICULTURAL POLICY IN THE FIRST PLAN 


In the First Five-Year Plan high priority was given to agriculture, including 
community development. Of the total outlay of Rs 1,960 crores, Rs291 crores 
i.e. 15 per cent were spent on agriculture development. If the expenditure of 
Rs 310 crores on irrigation is also included, it comes to 31 percent of total. It 
was thus an agriculture and irrigation Plan. This much of investment was essen¬ 
tial to make up the deficit in foodgrains and raw materials created by the parti¬ 
tion of the country. The ultimate aim was to achieve self-sufficiency in them to 
meet the future needs of the rising population and the expanding industrial 
sector of the economy. The strategy for this was to extend irrigation facilities, to 
provide improved seeds, fertilisers and other inputs, and to bring organisational 
and institutional changes through land reforms, agricultural extension and com¬ 
munity development programmes. 


Achievements. Good and timely rains helped in raising agricultural produc¬ 
tivity in every sphere. The index of rice production increased from 87.9 in 
1950-51 to 114.2 in 1955-56, of wheat from 101.1 to 131.3, and that of food- 
grains from 90.5 to 115.3 during the same period. The index of cotton produc¬ 
tion rose from 110.7 to 153.9, for jute from 106.3 to 135.1, for non-food crops 

noZ i? 5 ,' 9 ” and /° r Cr ° ps from 95 6 to 116 8 during the same period 

(1950-51 to 1955-56) with the base year 1949-50= 100. 
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AGRICULTURAL POLICY IN THE SECOND PLAN 
The Second Plan was an industries and transport plan. So only 20 per cent of 

the total outlay of Rs 4,600 crores was spent on agriculture, community deve¬ 
lopment and irrigation, as against 31 per cent in the First Plan. But the total 
investment on agricultural schemes including irrigation was Rs 950 crores as 
against Rs 601 crores in the First Plan. Thus agriculture was not neglected dur¬ 
ing the Second Plan, as is generally said. Agricultural development was essential 

to supply additional foodgraius for the growing population, raw materials lor 

the growing industrial economy, and to create larger exportable surplus for 

overcoming balance of payments difficulties. There was, however, little change 

in the strategy for agricultural development. 

Achievements. The Second Plan had laid down ambitious agricultural pro¬ 
duction targets which were not realised. Despite this, there was increased pro¬ 
duction of almost all commodities except bajra, barley, sesamum and jute. The 
index of rice production increased from 114.2 in 1955-5A to 137.7 in 1960 6 , o 
uheat from 131.3 to 162.8 and foodgrains from 115.3 to 137.1. But the index 
of bajra production fell from 108.3 to 102.9 The index of sugarcane production 
rose considerably from 119.8 to 183.8, of cotton from 153.9 to 202.1, and of all 
non-food crops from 119.9 to 152.6. However, there was a steep fall in the 
production index of sesamum from 104.8 to 77.2, while the index of jute fell 
from 135.1 to 125.3 during 1955-56 to 1960-61. Despite these shortfalls, the 

index of all crops increased from 116.8 to 142.2 during the same period. This 
increased agricultural production was mainly the result of the extensive cultiva¬ 
tion made possible by bringing more area under the plough. The reasons lor the 
failure on the agricultural front were organisational and institutional. There 
was little change in the traditional techniques, skills, and the market structure. 
There was no positive agriculture price policy to provide an incentive to pro¬ 
ducers. 


AGRICULTURAL POLICY IN THE THIRD PLAN 
Failure on the agricultural front made the planners cautious during the Third 

Plan. They accorded a little higher priority (20.5 per cent) to agriculture and 
irrigation than to industrial development (20.1 per cent). The total outlay on 

agriculture and irrigation during the Plan period was Rs 1,743.6 crores. The tar¬ 
get set during the Plan was to increase agricultural production by 30 per cent. 
The Planning Commission held that the “development of agriculture based on 

utilisation of manpower resources of the countryside and the maximum use of 

local resources, holds a key to the rapid development of the country.” Increase 
in agricultural production was considered essential to meet the food and raw 
material requirments of an expanding economy. It could be increased by pro¬ 
viding adequate irrigation facilities, supplies of fertilisers, improved seeds, 
implements and machines, improved cropping patterns, land reclamations and 
soil conservation schemes. Further, the planners stressed the importance of 

developing the agricultural economy along cooperative lines and of a diversi¬ 
fied rural economy which would expand non-agricultural activities along with 
such activities as fish, poultry, animal husbandry and dairy farming, etc. 
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In pursuance of this new policy of agricultural development, tbe Intensive 
Agricultural District Programme (IADP) or Package Programme was Started in 
1960-61 in three districts and was subsequently extended by stages to 13 otner 
districts. The emphasis on the package approach and the advantage of 
trating effort in specific areas improved the performance of Indian agriculture. 
In 1964-65, its modified version in the form of the Intensive Agricultural Area 
Programme was extended to several other parts of the country. The programme 
was concerned with specific crops, and the promotion of intensive agriculture. 
But it failed to bear fruit because of tbe use of low level of farm technology. 

Achievements. Except sugarcane, the Third Plan failed to achieve any of its 
targets in the agricultural sphere. In the majority of agricultural products,^index 
of production at tbe end of the Plan (1965-66) was much Wow the 1960-61 
level. The index of rice production fell from 137.7 in 1960-61 to 121.6 ini 196• - 
66 , of wheat from 162.8 to 153.9 and of foodgrains from 137.1 to 121 . 3 . In ne 
case of non-food products, index of oilseeds fell from 134.0 to 126.5, of cotton 
from 202.1 to 176.8 and of all crops from 142.2 to 133.1. But there was 
improvement in the production indices of tea, coffee, and sugarcane which 
increased from 120.9 to 137.9. 246.4 to 282.1 and 183.9 to 206.0 r«P c c l .vely 
As a consequence, the index for Non-foodgrains rose from 152.6 to 157.0. Blit 
the index for all crops fell from 142.2 to 133.1. This unprecedented fall in agri¬ 
cultural production was due to bad weather conditions. 

AGRICULTURAL POLICY IN THE FOURTH PLAN 


The pariod of three Annual Plans (1966-69) had been crucial for Indian agricul¬ 
ture, for it was during this period that the Green Revolution took place. This 
encouraged the framers of the Fourth Plan to evolve a new strategy of agricul¬ 
tural development in the light of the experience gained during the three Annual 
Plan. Since the agricultural production programmes are mostly the concern of 
State Governments, out of the total outlay of Rs 2,728 crores in the public 
sector Rs 1,406 crores were earmarked for the States. Besides, tbe Central sup¬ 
port to financial institutions amounting to Rs 324 crores was meant exclusively 
for State programmes. 

Objectives. The Fourth Plan had two objectives in the agricultural sphere. 
First, to maximise production; and second , to remedy imbalances. The first 
objective aimed at providing conditions for a sustained increase of 5 per cent 

per year growth in output for the entire Plan period; and the second, to enable 
the small cultivator, the farmer and the agricultural labourer in dry areas to 
participate in development and share its benefits. Highlighting the importance 
of agriculture in the development of the economy, the Planning Commission 
observed. “The place of development in the agricultural sector sets a limit to the 
growth of industry, of exports, and of the economy as a whole and constitutes 
a major condition for achieving economic and social stability and improving the 
levck of living and nutrition for the mass of the people. The success of the 
Fourth Plan will, therefore, be judged, above all, by performance in agricul¬ 
ture." 1 


1 Fourth Five-Year Plan, 1959-64. 
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Table 64.1. Targets and Achievements op Selected Crops 


Item 

V) 

Unit 

(2) 

Base level 
(3) 

Fourth Plan Target 
(4) 

Achievements 

(5) 

1. Foodgrains 

m tonnes 

98.0 

124.0 

103.7 

2. Rice 

—do— 

39.0 

52.0 

44.0 

3. Wheat 

—do— 

18.0 

24.0 

21.8 

4. Maize 

—do— 

6.2 

8.0 

5.8 

5. Jowar 

—do— 

10.0 

15.0 

9.1 

6. Bajra 

—do— 

5.1 

7.0 

7.5 

7. Pluses 

—do— 

12.5 

15.0 

10.0 

8. Jute 

m bales 

6.2 

7.4 

6.2 

9. Cotton 

—do— 

6.0 

8.0 

6.3 

10. Oilseeds 

m tonnes 

8.5 

10.5 

8.9 

11. Sugarcane 

—do— 

12.0 

15.0 

14.4 


Targets of Production. To fulfil the objectives of the Plan, physical targets 
of production were laid down, as indicated in Table 64.1. This table shows that 
by the end of the Plan, foodgrains production was to be raised by 31.6 per cent, 
of oilseeds by 24 per cent, of sugarcane (gur) by 25 per cent, cotton (in million 
bales) by 25 per cent, and jute by 19 per cent. 

Policy. The policy for realizing the various production targets in agriculture 
was: (/) expansion of irrigation facilities; (//) augmenting the supply of fertilisers, 
plant production materials, credit and farm machinery; (///) exploitation of 
high yielding variety and multiple cropping programmes in cereal production; 
(iv) intensive efforts to raise production levels of major commercial crops; 
improving the agricultural marketing system and to assure minimum prices for 
major agricultural products; (v) increasing the intensity of cropping; (v/) coordi¬ 
nate research in the case of all important crops; and ( vii) improvement in the 
utilisation of existing irrigation potential. The overall strategy of production 
was intensive cultivation instead of bringing additional land under cultivation. 
The targets of other selected development programmes intended to help to achi¬ 
eve the production targets of foodgrains and commercial crops were 9.0 million 
hectares of additional multiple cropping, 5.6 million hectares of soil conserva¬ 
tion, one million hectare of land reclamation, utilisation of major and medium 
irrigation facilities on 4.2 million hectares of old land and 3.2 million hectares 
of new area, production of improved seeds over 72 million hectares, and the 
spreading of high yielding variety programme to 25 million hectares in 1973 74. 

To enable small farmers to participate in agricultural development and to 
share its benefits, they were provided more facilities in the form of minor irri¬ 
gation, agricultural credit, inputs services, and credit. A network of distribution 
centres was set up to enable farmers to get agricultural inputs easily, timely and 
adequately. The Agro-Industrial Corporation was to supply agricultural machi¬ 
nery on hire purchase and provide technical and other related services to the 
farmers. Programmes of agricultural research, education and training were ex¬ 
panded in agricultural research centres and universities. A sum of R$ 85 crores 
had been provided for this. They were also spread among the farmers through a 
special Central scheme in the form of demonstration and discussion groups in 
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area prepare appropriate programmes, help to ensure ava.labihty of inputs, 

service and credit and evaluate the progress from t.me to t.me 1 

reforms were implemented more vigorously to help the small farmer and the 
landless agricultural worker; and employment-oriented actmt.es. vere s,ar, “L 
the rural areas. A sum of Rs 115 crores bad been allocated to benefit the small 

farmer through the above noted schemes. This outlay did not tnclude expendi¬ 
ture on land reforms and employment-generating schemes. 

Another important measure to help the small farmer was o id ensfdry land 
farming in the Fourth Plan. The programme was twofold, (ij research into 
improved dry farming techniques; and (if) application of new technology to dry 
farming areas Besides the existing research institutes a new Centra ' ly sp0 “ S0r ' 
ed scheme with an outlay of Rs 20 crores was started for improving dry farm.ng 
technology. For its application, pilot projects were started over 5 000 hectares 
of dry land in Rajasthan. Haryana and Gujarat. A sum of Rs 150 crores had 
been Allocated for the development of dry land farm.ng under various Plan 

SC Achievements. The Fourth Plan had laid a right foundation-“a foundation 
that had linked research with education, extension work and actual agricultural 
operations. At the same time an institutional framework had been created for 
the adequate and timely supply of inputs like fertilisers, pest.c.des and water and 

the provision of credit and marketing facilities:’ 

As a result, the actual annual agricultural production increased by o./ per 
cent in 1969-70 and 7.3 per cent in 1970-71, but declined to minus 0.4 per-cent 
in 1971-72 and further to minus 7.1 percent in 1972-73 and increased by 7 9 per 
cent in the last year (1973-74) of the Plan. Thus the overall growth rate of agri¬ 
cultural prodetion during the Fourth Plan period was only 2.8 per cent per 

^ThtTactual production of foodgrains increased to only 104.7 million tonnes m 
1973-74 thus falling short of the target of 129 million tonnes (Table 64.1). The 
production of 44.0 million tonnes of rice in 1973-74 was also below the target of 
52 million tonnes. The production of pulses fell to 10 0 million tonnes from the 
base level of 12.50 million tonnes, thereby making the target of 15 million 
tonnes a farce. The production of oilseeds was 8.9 million tonnes in 1973-74, 
almost equal to the base level of 8.5 million tonnes. The production of jute 
exactly equalled the base level of 6.2 million bales. The production of cotton 

could equal only the base level of 6.0 million bales, being 6.3 million bales in 

1973-74. But the production of sugarcane was 14.4 million tonnes as against the 
target of 15.0 million tonnes. On the whole, the unsatisfactory progress of the 
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agricultural sector was the root cause of the stagnation of national income and 
the acute inflationary pressures which emerged since 1972-73. 

In any appraisal of the agricultural situation in India one must not overio 
the vigorous efforts that have been made in the Fourth Plan period in imparting 
scientific temper to Indian agriculture. For example the Fourth I tan 
the addition of 15.8 million hectares to the area under the bighy'ldm. vane .e 
programme for foodgrains. This target had been fulfilled. S.m.larl'theit* get 
7.1 million hectares of additional area under major, medium, and m nor tr g 
tion was fully achieved during the Plan. The targets for the addmonalarea 
under soil conservation was also overfulfilled. Despite all these '^opmert’’ 
there were shortfalls in agricultural production during the Plan periodwhich 
cannot be wholly explained in terras of weather conditions. Apart from techn 
logical constraint, there had been shortfalls in the supply of.chemical 
and improved seeds, and in ensuring adequate utilisation of the available 
irrigation potential.3 

AGRICULTURAL POLICY IN THE FIFTH PLAN 

Out of the total outlay of Rs 39,303 crores fixed in the revised Fifth Plan. 
Rs 46,43.59 crores had been purposed to be spent on agriculture and allied pro- 

^The Fifth Plan laid down the policy for long-term planning of the agricultural 
sector which centred round detailed assessment and exploitation of ground and 
surface water, intensification in application of new technologies in agriculture, 
extension mechanisms and programmes for supply of inputs, apart from^ atten¬ 
tion to the special needs of problem areas and vulnerable sections of the society. 
Accordingly, the gross cropped area was postulated to expand by 0.7 per cent 
per annum in the Fifth Plan. The growth rate in the agricultural and allied 
sector was estimated at 3.94 per cent, that of foodgrains at 3.62 per cent, and of 
non food crops at 3.94 per cent per annum.* The targets of some selected crops 
arc given in Tabic 64.2. , . , 

For achieving the requisite growth rates and targets, a mult,-pronged.effort 

consisting of the following elements had been laid down in the Fifth Plan 
(!) Intensification of problem-oriented research; (II) strengthening of agricultural 

extension and administration; (HI) expansion of the programme of multiplica¬ 
tion and distribution of certified seeds; (Iv) increase ,he c0 ^. ( "P ,0n ° f 
chemical fertilizers and improvement in the efficiency of fertilizer use (v) water 
management; (vl) expansion in institutional credit; (Mi) development of post- 
harvest facilities including expansion in the role of cooperative agencies in the 
marketing of crops; (Mil) substantial expansion of shortage to support market- 
ing infrastructure; (lx) effective operation of an agricultural price PO .cyprov'd- 
ing requisite incentive for sustained and higher production; (*) execution of land 
reforms measures including a programme for institutional changes, concrete 
operational programmes, implementation machinery, people s involvement and 


'Economic Survey, 1974-75. 

•Ibid. 

4 GOI, Fifth Five-Year Plan. 1974-79. 
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the allocation of adequate funds for financing land reforms. 6 

The policy for agricultural production in the Fifth Plan was based primarily 
on the exploitation of the high-yielding varieties of cereals and multiple cropping 
programme, greater involvement of the small and marginal farmers, the applica¬ 
tion of the dry farming technique on a large scale in the SFDA and MFAL- 
programmes, and in the new drought-prone areas programme. 

The small farmers and marginal farmers programmes covered irrigated agri¬ 
culture as well as dry farming. In order to provide off-season employment to a 
large labour fource, a large programme of local construction mainly in earth 
work was undertaken. 

The integrated programme in the drought-prone areas aimed at preparing a 
strong production base and a drought immunisation base. The emphasis was on 
the development of proper fodder economy than a grain economy. This required 
suitable fodder and animal husbandry programmes. An important plank of the 
drought-prone area programme was the attempt to provide at least a minimum, 
say ten per cent of the cropped area in each district with irrigation support, even 
by bringing water from another catchment. Jhum prevention and proper utilisa¬ 
tion of jhum lands was an important part of the agricultural development 
strategy of the Fifth Plan. First the ravines were established and then pilot 
schemes developed to reclaim the ravines. 

Programmes for reclamation of alkaline, saline and acidity soils, plant protec¬ 
tion, minor irrigation, production and distribution of high yielding varieties of 
seeds and fertilizers had been given priority. Emphasis had also been placed on 
developing organic sources of manure and higher outlays provided for setting up- 
bio gas plants. Efforts were also made to accelerate the mini-kit seed pro¬ 
gramme and strengthen the extension services. The total irrigation potential to 
be created during the Fifth Plan was placed at 13.1 million hectares, 5.8 million 
hectares under mojor and medium irrigation, and 7.3 million hectares under 
minor irrigation. 

A major objective of the agricultural development programme was to ensure 
a substantial increase in the flow of institutional credit to small farmers, margi¬ 
nal farmers, and other weaker sections of the society. The investment policies 
and procedures of the financing institutions were suitably modified to achieve 
these objectives. 

Achievements. The Fifth columo of Table 64.2 shows the achievements of 
the Fifth Plan. It reveals that with the exception of oilseeds all crops and exceed- 


Table 64.2. Fifth Plan Targets and Achievements of Selected Crops 


Item 

Unit 

Base level 
(1973-74) 

Target 
( 1978-79) 

Achievement 

(1978-79) 

Foodgrains 

m tonnes 

104.7 

125 

131.9 

Sugarcane 

m tonnes 

14.08 

16.5 

15.7 

Cotton 

lakh bales 

6.31 

8.0 

8.0 

Jute and mesta 

do 

768 

7.7 

8.3 

Oilseeds 

in tonnes 

9.4 

12 

9.3 


Source: Fifth Five-Year Plan, 1974-79 and Economic Survey, 1980-81. 


* Draft Fifth Five-Year Plan, 1974-79. 
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ed their targets of production. The index °f agricultural Paction 'average of 
1967 68 to 1969-70=100) increased from 112.4 in 1973-74 to 138 in 1978 79, 
foodgrains from U0.3 to .38.8, of oilseeds from 114.5 to 124.2 of cotton rom 
112.7 to 141.5 and of sugarcane (gur) from 118.3 to 131.5 over the same pe i - 
Despite the severe drought in many parts of the country in the khanf season ol 

1978 79 , the progress in agricultural production was remarkable in this year 

As the Economic Survey for 1979-80 noted: “This testifies to the basic soundness 

of the strategy for agricultural development adopted since the last SIX, " S - 

compassing expansion of irrigation with improved water managemen better 
seeds a greater use of fertilisers and adoption of improved cultural practices. 


A NOTE ON THE GREEN REVOLUTION 

The Green Revolution’ refers to the leap forward in I ,“ dia “^ r ' Cull “' e “ * 
result of the adoption of the “new agricultural strategy in 1964 “■ ™ 
strategy aims at raising farm output through the use of high-yielding varieties 
(HYV) of seeds, chemical fertilizers, pesticides, implements and machinery, 
multiple cropping, irrigation facilities, agricultural credit, and suitable price for 
farm products. The HYV programme bas been characterized as one of he 
authentic marvels of our time” by the Pearson Report, while the Rockfe ler 
Foundation Report describes it as “one of the most amazing agricultural stories 
of all time." The International Rice Research Institute has been more explicit in 

saying that “the initial thrust of the new technology has been far more rapid 

than any previous historical experience. In many areas, the level of adoption has 

exceeded even the most optimistic predictions. 8 

The new strategy of agiicultural development which has led to the Green 
Revolution in certain crops in India was started as the Intens.ve Asr.cuUural 
District Programme of Package Programme ,n three districts tn I960 61 and 

was subsequently extended to 13 districts In 1964 65 ns modified version was 

extended to several other parts of the country in the form of intensive^ Agri¬ 
cultural Area Programme. While both the Intensive AgricuUura Distr'Ct and 
Intensive Agricultural Area Programmes were concerned with the promo' on 
of intensive agriculture, they operated within the limitations set by extst.ng crop 
varieties which had relatively low response to fertilizers. A major change oc 
red with the introduction of high-yielding varieties. Hybr.dtsa.'on techmques for 
maize and millets had been initiated as early as I960. Hybrid seeds began to be 
adopted by 1963. In wheat, a beginning of great importance was made inM963- 
64 by trying out the Mexican dwarf varieties on a selected basis. Paddy seeds of 
exotic varieties such as TNI were introduced in 1965. The propagation of 
various high-yielding varieties over fairly large areas was taken up as a full- 


Green 


Revolution: 

a 


•For agricultural policy in the Sixth Plan refer to Cb. 62. 

’Dr M.S. Swaminathan gives the following reason for using the term 
“The growing practice of feeding plants better, our crops are slowly changmg colour from 
light green or yellow colour of the past to a dark green colour.. ..t .s hjs change .n the 
colour of leavees as a result of famished soils becoming better-fed ones that has led to th 
coining of the term “Green Revolution “ The Catalyst in Green Revoluuon. Commerce. .7 

December, 1968. ol n. 

•Quoted in M L. Dantwala, India Economic Journal, December IV 
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fledged programme from kharif 1966 onwards. 

HYV Programme. The high-yielding varieties programme has been regard¬ 
ed as “one of the greatest feats of biological engineering .*’ 9 It has been taken up 
for wheat, rice, bajra, maize and jowar. The area under HYV increased from 6.0 
million hactares in 1967-68 to 45 million hectares in 1980-81. Of the crops, the 
area under paddy increased from 1.79 million hectares in 1967-68 to 18.5 million 
hectares in 1980-81; under wheat from 2.94 million hectares to 17.4 million 
hectares; under maize from 0.29 million hectares to 1.4 million hectares; under 
jowar from 0.60 million hectares to 4.2 million hectares and under bajra from 
0.42 million hectares to 3.8 million hectares over the same period. Its most 
spectacular achievement has been in wheat production which increased from 
10.4 million tonnes in 1965-66 to 36 5 million tonnes in 1980 81, of rice from 
30.6 million tonnes to 53.2 million tonnes, and of cereals from 62.4 million 
tonnes to 118.7 million tonnes over the period. Taking the foodgrains produc¬ 
tion, it had shot up form 72.0 million tonnes in 1965-66 to 130.0 million 
tonnes in 1980 81 and was expected to reach 150 million tonnrs by the end 
of the Sixth Plan—indeed a spectacular achievement as a result of the HYV 
programmes. 

Use of Fertilizers. With the introduction of high-yielding varieties of seeds 
on a large scale, the consumption of fertilizers has been increasing rapidly since 
1965-66. As observed by the Rockfellcr Foundation Report, “The jump in fer¬ 
tilizer usage in India in recent years has been one of the biggest and fastest 
known anywhere in the world.” The use of nitrogenous fertilizers (N) went up 
from 1.04 million tonnes in 1967-68 to 3.7 million tonnes in 1980-81, of phos- 
phatic fertilizer (P 2 O 5 ) from 0.34 million tonnes to 1.2 million tonnes in 1980-81, 
and of potassic fertilizer (K 2 0) from 0.17 million tonnes to 0.63 million tonnes 
over the same period. For the development and utilization of local resources of 
organic manure, three schemes arc in operation; viz., rural composite scheme, 
green manuring and urban composite, and sullage utilisation. 

Use of Machinery. There has been a rapid expansion of farm mechnisation. 
The use of high-yielding varieties of seeds accompanied by increased use of 
fertilizers has made it imperative to employ improved varieties of implements 
and machinery. In 1966, 51,000 tractors were in use in the country. Their 
number increased to 91,000 tractors in 1968 69. To meet the growing demand 
for tractors, their production had been raised from 24,200 tractors per year in 
1973 74 to 55.000 tractors by 1980-81. 

High-Yielding Seeds. Research and distribution of high-yielding seeds has 
also resulted in the green revolution. The Indian Council for Agricultural 
Research (ICAR) provides breeder seeds and the National Seeds Corporation 
(NSC) and the State Seeds Corporations supply foundation and certified seeds 
to farmers The distribution of certified seeds of wheat, paddy, maize, jowar, 
bajra, oilseeds and potatoes increased from 14 lakh quintals in 1979-80 to 25 
lakhs quintals in 1980-81, showing an increase of 78.6 per cent over one year 
alone. 

Irrigation Facilities. Recent studies of selected areas have shown that the 


•A S. Kahlon, ‘New Farm Technology—Ics Implications in Agricultural Economics, Indian 
Journal of Agricultural Economics, December 1970. 
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implements, macbioes ai)d other inputs, and have been instrumental in raising 
farm productivity. 

A Critical Appraisal 

“The Green Revolution in our country has at long last ended the divorce bet¬ 
ween intellectual and labour in the cultivation of food crops and has generated a 
climate of confidence in our agricultural capabilities,” according to Dr 
Swaminathan. It has solved the food problem, removed our dependence on 
food imports considerably, brought higher incomes to many farmers and has 
given fillip to general economic development through its forward and backward 
linkages. 10 But there are others who point out that the Green Revolution is a 
misnomer, for it is neither “green” nor “revolution. 11 This is, however, going to 
the extreme and minimising the importance of HYV programme which has really 
worked wonders in the production of wheat, maize, bajra and jowar. Still certain 
6nags are visible which are discussed below: 

1. Slow Progress in Rice. Progress in the identification of evolution of 
improved varieties and their introduction on a commercial scale has been slow. 
Though improved varieties of paddy like TN 1, TN-65, T-3, ADT-27 and IR-S 
have been extensively demonstrated, yet the area under these high-yielding 
varieties has failed to expand because of the lack of adequate irrigation facilities. 
The yield declined as the proportion of irrigated rice declined and in such 
States as Uttar Pradesh, Rajasthan, Orissa, Maharashtra, Madhya Pradesh and 
Gujarat where the proportion of irrigated area under rice was less than 25 per 
cent, average yields were very low, which made rice cultivation less profitable.” 12 
The yield of rice for 1967-79 rose at the compound rate of only 1.8 per cent. 
Thus the new agricultural technology does not appear to have made any visible 
impact on the production of rice. 

2. Regional Imbalance. The HYV programme has not spread uniformally 
in all the States. Only States having irrigation facilities in some areas have 
successfully adopted the new strategy. The States are Punjab, parts of Haryana, 
Andhra Pradesh, Gujarat, Tamil Nadu, Uttar Pradesh and Bihar. This has 
created islands of prosperity in a sea of rural poverty and accentuated regional 
imbalances even within the States. 

3. Economic Inequalities. It is also contended that the Green Revolution 
has accentuated economic inequalities in the rural areas. It is the rich farmers 
who own fertile and irrigated lands and can afford to buy new seeds, pesticides 
and chemical fertilizers and they have taken full advantage of the new strategy; 
while the poor peasants with small resources and unirrigated land have failed to 
benefit from the HYV programme. So the Green Revolution has made the rich 
richer and the poor poorer in India and has intensified economic inequalities. 

4. Imbalances in Agriculture. The Green Revolution has created im¬ 
balance in Indian agriculture, particularly between food crops and commercial 

crops It has touched only the fringes of millets, pulses, sugarcane, cotton, 
groundnut, jute, etc. Whatever increase in production has taken place in these 


,0 M L. Dantwala, op. ell. 
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The Green Revolution !has taken P'ace ^ ( ^ ^ unIcsol « d pr0 - 
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“G.O.I., Economic Survey. 1975-76. 
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and growth of the industrial and export sector.” 14 The scope of Green Revolu¬ 
tion is immense in India and can be enlarged by adopting the following 
measures: 

HYV Programmes. The HYV programmes should be extended to cash 
crops like cotton, jute, oilseeds and pulses. Though fine-grained good cooking 
quality varieties have been successfully developed, yet the prospects of high- 
yielding varieties depend on improvements in the post-harvest market techno¬ 
logy and their relative spread to the monsoon versus non-monsoon region. The 
revolution in wheat was not only due to the HYV programmes but also the 
result of extension in the area. If the area under wheat cultivation is not to be 
extended in the future, an intensive application of modern inputs is essential to 
maintain wheat production at a higher level. To stabilise the > ield at higher 
levels, the emphasis should shift to further improvement in agronomic practice 
and improving the quantity and quality of the technological inputs and parti¬ 
cularly on augmenting the energy input. 15 

Multiple Cropping. The development of multiple cropping short duration 
varieties of paddy, maize, bajra, jowar, wheat, barley, ragi, oilseeds, potatoes 
and vegetables is essential for a breakthrough in agricultural production. 
Multiple cropping not only diversifies aod increases farm incomes, but also en¬ 
hances soil fertility and makes a fuller use of moisture available from late rains. 
According to Dr Swaminathan, crop rotation should be so chosen that the 
long-term productivity of the soil is not affected. 16 

Credit Facilities. The new strategy requires large expenditures on inputs. 
To have a wide diffusion of high yielding varieties, every farmer should have 
sufficient funds at his disposal. This requires the expansion of institutional credit 
facilities by strengthening cooperatives, opening branches of commercial banks 
and the provision of more adequate extension facilities and supply of seeds, 
fertilisers, implements and pesticides on credit. 

Development of Post-Harvest Technology. There is urgent need to 
develop post-harvest technology in all its aspects which includes processing, 
storage and marketing. It is the net income per hectare rather than the yield 
per hectare that induces a farmer to adopt high-yielding varieties. It, therefore, 
requires a national price policy for all food and non-food crops. The Govern¬ 
ment should fix procurement prices for all crops and create sufficiently large 
buffer stocks to guarantee reasonable and fair prices to the producers. 

Increasing Fertiliser Consumption. The HYV programmes depend to a 
large extent on a high degree of fertilizer consumption. To step up fertiliser 
consumption, agricultural extension and sales promotion arrangements should 
be intensified. It is essential because farmers usually use less than the recom¬ 
mended dosage of fertilizers. Lack of credit facilities, high prices of fertilizers, 
and the non-availability of various varieties of fertilizers are some of the factors 
responsible for their low consumption. Besides providing credit facilities, the 
supplies of feritlizers should be regulated through cooperative retail depots and 
fair price shops in rural areas at fixed prices. Efforts should also be made to 
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cannot solve either the problem of poverty or overpopulation (unemployment). 
However, once some such innovation as a ‘Miracle Seed’ shatters the techno¬ 
logical barrier to rewarding human endeavour, economic and institutional 
policies acquire a grave responsibility of ensuring that the gains of technology 
are not monopolised by the privileged and the powerful.** 20 
Conclusion. The Planning Commission noted in its Mid-Term Appraisal of 
the Fourth Plan that the success achieved and the progress of the various 
research programmes provide ground for optimism. Given institutional and 
technological measures to overcome some of the deficiencies and shortcomings, 
the outlook for agriculture is reasonably optimistic in India. True there is no 
room for complacency, but there is none for undue pessimism either. The adop¬ 
tion of the above noted measures would help in augmenting yields in respect of 
all types of crops. Apart from more food and agricultural raw materials for the 
country and for export, the Green Revolution would remove underemployment 
and unemployment and help to release land for producing fodder and feed. 
Thus the Green Revolution can develop the unutilised cattle wealth of the 
country. Further, the transport, marketing and storage problems are bound to 
arise when the Green Revolution takes place in all agricultural commodities 
which would necessitate the building up of a market structure not only for food 
and cash crops but also for the dairy enterprise in the country. Despite these 
problems which are not insurmountable, the Green Revolution may prove to bo 
cornucopia for India, as has been amply demonstrated by the wheat revolution. 


Chapter 65 

PATTERN OF INDUSTRIAL DEVELOPMENT 
UNDER THE PLANS 
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meat, the overall industrial production increased as never before and a wide 
industrial base was created. 


THE SECOND PLAN 

One of the major objectives of the Second Plan was rapid industrialization with 
particular emphasis on the development of basic and heavy industries. The shift 
in the pattern of industrial development was in keeping with the Industrial 
Policy Resolution of April 1956. It envisaged a large expansion of the public 
sector in the sphere of minerals and industries development. Accordingly, top 
priority was accorded to the development of heavy machine building, electricals* 
steel, machine tools and non-ferrous metals. Employment potential of heavy 
industries being limited over the short run, attention was focussed on the deve¬ 
lopment of cottage and small industries. Rs 175 crores were spent on their 
development in the Plan period against Rs 43 crores in the First Plan. Rs 900 
crores were spent on the development of industries and minerals. Development 

of small and large industries accounted for 24 per cent of the total outlay. In 

keeping with the new Industrial Policy, the private sector was given its due 
share. The private sector investment of industries was Rs 657 crores and on 
small industries Rs 175 crores. Public and private sectors were viewed as parts 
of a single mechanism. 

Progress. There was significant advance in industrialization during the 
Second Plan. The index of industrial production rose from 72.7 at the end of the 
First Plan (base 1960) to 100 in 1960. There was significant advance in certain 
spheres. The production of iron ore and aluminium rose by 150 per cent, of steel 
ingots by 100 per cent and of machine tools by 50 per cent. One of the major 
steps towards building a solid capital base was the establishment of three steel 
mills at Rourkela, Bhilai and Durgapur in the public sector with an initial capa¬ 
city of 10 lakh tonnes. In the private sector, the production capacity of T1SCO, 
IISCO and MISW and raised by 7 lakh tonnes, 5 lakh tonnes and 75,000 tounes 
respectively. Another achievement in the industrial field was the production of 
new items, such as boilers, tractors, newsprint, motor cycles, scooters, sulpha 
and antibiotic drugs, DDT, dycstufTs, etc. Rapid progress was made in the pro¬ 
duction of durable consumer goods like fans, radios, bicycles, electric goods, etc. 

However, the Plan failed to achieve physical targets of steel, fertilizers, news¬ 
print, dycstufTs, soda ash, cement, chemicals, pulps sulphuric acid, pig iron, 
refractories, sewing machines, railway wagons and cotten textile machinery. 
This was due to the foreign exchange crisis which started in 1957 and the non¬ 
availability of machinery, equipment and technical knowhow from foreign coun¬ 
tries in time. The performance in the small industries was also disappointing. 
Despite shortfalls in the various spheres, the Second Plan has been characteriz¬ 
ed as the beginning of a veritable industrial revolution by laying the foundations 
of a strong industrial base with the help of imported skills and technology. 

THE THIRD PLAN 

The Third Plan was the first step towards the long-term industrial development 
ol the economy extending over the next 15 years. The main objective towards 
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this end was “to expand basic industries like steel, chemical industries, fuel and 
power and establish machine building capacity, so that the requirements of 
further industrialization can be met within a period of ten years or so mainly 
from the country’s own resources.” Thus the industrial sector was regarded as 
crucial for securing rapid economic advaoce. For building a sound capital base 
and for self-reliant and self-sustained growth, special emphasis was placed on 
such industries as coal, oil, steel, electric power, chemicals, machine building 
and engineering. The role of cottage and small industries was conceived as one of 
providing larger employment opportunities and of increasing the supply of con¬ 
sumer goods and some producer goods. In keeping with these objectives, Rs 
1,726.3 crores were spent on organised industry and minerals in the public sector 
and Rs 1,050 crores in the private sector, while Rs 236 crores and Rs 275 crores 
were spent by public and private sectois respectively on the development of 
village and small industries. 

Progress. Industrial progress during the Third Plan had been uneven. Dur¬ 
ing the first four years of the Plan, industrial production increased by 8 to 9.6 
per cent and by 4.3 per cent in the last year, giving an annual average of 7.9 per 
cent against the estimated 11 per cent. This slow progress was due to: (/) short¬ 
ages of transport and power; (//) of imported raw materials, spares and compo¬ 
nents; (Hi) the Indo Chinese War; (iv) dislocation caused by the Indo Pak 
conflict and the consequent disruption in the flow of external assistance; (v) 
inflationary pressures with in the economy; and (W) the unprecedented droughts 
leading to shortage of raw materials. As a result, shortfalls in various items 
ranged from 30 to 60 per cent or more, and physical targets were not achieved 
in the majority of industries. For instance, shortfall in iron ore, tractors, steel 
ingots, caustic soda, sugar machinery, woollen fabrics and commercial vehicles 
ranged from 30 to .‘0 per cent. The shortfall was 60 per cent or more in the case 
of newsprint, alloy, zinc, fertilizers, staioless, steel sulphuric acid, paper and 
mining machinery. 

Despite these shortfalls notable progress was made in increasing import 
replacement, diversification and the setting up of new industries. The output of 
petroleum products increased by 48 per cent, of basic matals by 49 per cent, of 
metal products by 57 per cent, of transport equipment by 50 per cent, of electri¬ 
cal machinery by 71 percent, and non-electric machinery by 82 percent. During 
the Plan period, production was started in a number of new items like watches, 
timepieces, transistors and diode radio valves, field cameras, magnets, micro¬ 
scope slides, hydraulic presses, potassium permanganate, heavy water, some new 
chemicals, taxi meters, micrometers, roller bearings, etc. Considerable progress 
was made in the reduction of import contents by manufacturing raw materials, 
components and spares indigenously in the case of machine tools, automobiles, 
electric motors, transformers, switch gears, etc. Substantial addition was made 
to the existing capacity by starting new complexes in machine tools, metallur¬ 
gical, mechanical and electrical engineering, pctro-chemicals, oil refining, fertili¬ 
zers, ship building, locomotive and wagon building, aircraft manufacture, drugs 
and pharmaceuticals. The value of cement machinery increased frrm Rs 6 mil¬ 
lion, to Rs 49 million, of sugar machinery from Rs 44 million to Rs 77 million, 
of cotton textile machinery from Rs 104 to 216 million, of paper and pulp 
machinery from nil to Rs 16.8 million, and of machine tools from Rs 70 to 294 
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million; However, the output of traditional industries like sugar and textiles 
increased only by 13 and 20 per cent respectively. Considerable progress was 
made in the expansion of small-scale industries. Table 65.1 shows the index of 
industrial production for a few selected items over the Plan Period (1961-66). 


Table 65.1. Index of Industrial Production ( Base year 1960) 



1961 

1966 

1. Food Manufacturing 

101.6 

129.3 

2. Textiles 

103.8 

109.3 

3. Chemicals and Chemical Products 

115.9 

177.4 

4. Basic Metals 

118.7 

166.5 

5. Electric Machinery 

114.7 

233.5 

6. Machinery (other than 5) 

126.9 

307.4 

7. Transport Equipment 

120.5 

163.4 

General Index 

110.6 

1519 


The Table reveals that though the general index of industrial production 
increased from 110.6 to 151.9, yet with the exception of textiles and food manu¬ 
facturing, the increase in the index of new items was much higher. 

THE ANNUAL PLANS 

The three Annual Plans aimed at removing strains in the industrial sector which 
arose during the Third Plan. The emphasis was placed on the fuller utilisation 
of the existing capacity and to fill the gaps created by the Third Plan. In other 
words, the industrial base was to be expanded and consolidated. For this, the 
tempo of high public and private investment was kept up. Accordingly, the pub¬ 
lic expenditure on industry and minerals was of the order of Rs 1,575 croresand 
the private investment Rs 580 crores. Public and private expenditure on village 
and small industries was Rs 144.1 crores and Rs 250 crores respectively. 

Progress. There was sharp deceleration of industrial production during 1967- 
1968 due to an increase in unutilised capacity in a number of industries. As a 
result, industrial output fell to 0.2 per cent in 1967 and 0.5 per cent in 1968. 
This was due to consecutive failure of agricultural production and the conse¬ 
quent short supply of agricultural raw materials, and the slackness of demand 
for a number of capital goods and consumer goods industries, especially cotton 
textiles, jute manufactures and engineering goods. Some of the other causes of 
industrial recession were: (a) gheraoes , strikes and lockouts (6) inadequate 
foreign exchange quota for importing equipment and raw materials, and (c) lack 
of political stability in some of the States after the fourth general elections. 

The various incentives provided by the State to stimulate industrial production 
and improvement in the supply situation of spares, components and industrial 
raw materials increased the capacity utilisation of many industries. Thus during 
1961-69, industrial production increased by 6.6 per cent. Only in a few industries 
like machine tools and cables, the production was unsatisfactory. 

Reviewing the weakness in industrial planning prior to the Fourth Plan, the 
Fourth Plan Report observed that in certain sectors excess capacity was created. 
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while in certain other industries like fertilizers, the addition to capacity was 
below requirements. Faulty licensing policy created imbalances in some indus¬ 
trial sectors. Thus uneven growth led to an undue burden of maintenance of 
imports. The private sector was not cost conscious and did not realize the 
necessity of reduction in costs because of existence of sellers’ market. All these 
considerations impelled the Planning Commission to have an altogether different 
approach to industrial development in the Fourth Plan. 

THE FOURTH PLAN 

The approach to industrial development in the Fourth Plan was related to a 
number of considerations. The first was the need to achieve self-sufficiency neces¬ 
sitating a faster expansion of the domestic production of manufactured inputs 
for agriculture, and industries relating to metals, capital equipment, petroleum 
products and chemicals. The Second was the desirability of dispersed industrial 
development for creating non farm employment in smaller towns and rural area. 
The third was the avoidance of technological unemployment among the workers 
in traditional industries arising from the unregulated spread of capital-intensive 
modern technology. Thus the Plan observed “the overall rate of industrial deve¬ 
lopment has necessarily to be related to the development in the rest of the 
economy which cao be sustained within given limits ot technological capacity 
and of resources, physical and financial; and its pattein must be shaped in rela¬ 
tion to the specific situation obtaining in the country." 

The main objectives of industrial development were: (/) the completion of 
investments in relation to which commitments had already been made; (//) 
increasing existing capacities to levels required for present or future develop¬ 
ments, in particular for export promotion of import substitution; (Hi) taking ad¬ 
vantage of internal developments or availabilities to build new industries or new 
bases for industries; (iV) increasing industrial production at an average annual 
rate of 8 to 10 per cent. The policy of investments was directed in such a manner 
as to lead to industrialization on a large scale and to encourage the emergence 
of new entrepreneurship and greater decentralization in the ownership and 
control of industries. Greater emphasis was laid on the establishment of indus¬ 
tries in backward regions in order to avoid further concentration in metropolitan 
towns. For this, the State would provide infrastructure facilities. Facilities were 
to be provided for foreign collaboration and investment in export-oriented 
industries and in sophisticated industrial fields. Industrial licensing policy was to 
be rationalised and the working of public undertakings was to be improved 
so as to increase their productivity and profitability. Indigenous technology, 
designs and engineering skills were to be developed. In the sphere of small 
industries, the emphasis was to be on the improvement of production techniques 
of producing quality goods, on the promotion of dispersal of industries and 
agro-based industries. 

Financial Outlay. The Fourth Plan outlay on the development and minerals 
was of the order of Rs 3,107 crores. Of this, Rs 242.6 crores on the development 
of village and small industries. The outlay on small and large industries was 
19.7 per cent of the total outlay. 

Industrial Programmes. The public sector outlay accounted for 60 per 
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cent of the total investment in the plan, and was intended for completing pro¬ 
jects already under progress and on which investment decisions has already been 
taken. But new projects undertaken in high priority fields related to fertilizers, 
pesticides, petrochemicals, non-ferrous metals, iron ore, pyrites and rock 
phosphate resources. Among other schemes, the Textile Corporation and the 
Paper Corporation were set up. The Cement Corporation completed two pro¬ 
jects under way and established three more projects. A newsprint mill with a 
capacity of 60,COO tonnes and 2 to 3 paper projects were also planned in the 
public sector. Plans for the development of electronics industry were given 
priority. Programme for the private and co operative sectors involved stepping 
up the current levels of outputs. In the sphere of small scale industries, the 
development programmes included fuller utilisation of the existing capacity, 
intensive development of selected industries and a phased programme of meder- 
nisation of machinery and equipment in the case of machine tools, foundry and 
re-rolling, etc. 

Progress. The achieved rate of growth of industrial production in the Fourth 
Plan period was only 3.9 per cent per annum as against the postulated target 
rate of 8 to 10 per cent. There were shorfalls in the production of almost all the 
industrial products, as is apparent from Table 65.2. 


Table 65.2. Fourth Plan—Targets and Achievements 


Industry 

Unit 

Base 
( 1968-69) 

Target 

(1973-74) 

Achievements 

(19. 3-74) 

Steel ingots 

m tonnes 

6.5 

10.8 

5.8 

Finished steel 

•» t* 

4.7 

8.1 

4.5 

Aluminium 

000 „ 

125.3 

220 

147.9 

Cement 

m tonnes 

12.2 

18 

14.7 

IroD ore 

M •» 

28 l 

51.4 

35.7 

Coal 

• » •• 

71.4 

93.5 

81.9 

Cotton cloth 

H metres 

4297 

5100 

4083 

Sugar 

,, tonnes 

3.56 

4.7 

3.9 

Vanaspati 

000 .. 

466 

525 

449 


Source: Fourth Five- Year Plan and Economic Survey, 1975-76. 


“While shortfalls occurred in relation to Plan targets in most of the indus¬ 
tries, progress was particularly slow in regard to consumer goods industries. 
Thus, while industries such as vanaspati showed a declining trend, some other 
important consumer goods such as cotton cloth, sugar and soap recorded an 
almost insignificant increase in output. The output of capital goods and of 
important intermediate goods such as coal, electricity, fertilizers, cement and 
aluminium generally exhibited a rising trend. Nevertheless, in a number of 
industries, inadequate capacity creation, as well as the shortage of inputs such 
as electricity, coal and steel, affected the growth of production.’’ 1 There were 
two t>pes of factors that held back industrial progress during the Plan. First, 
inhibiting utilisation of capacity; and secondly, those inhibiting the creation of 
new capacity. 


1 Economic Survey , 1974-75. 
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The first category of factors holding back industrial production were: (») insuffi¬ 
cient demand for such industries as coal, machine tools, castings and forgings, 
railway wagons, textile and other categories of industrial machinery; ( 11 ) shortage 
and irregular supplies of raw materials, components and spares for a number of 
industries; (ill) shortage or erratic supplies of power in northern India; (»•) 
operational problems in the case of fertilizer, heavy engineering, steel and 
pharmaceutical industries; (v) transport bottlenecks for coal, cement and other 
industries in the north-eastern and eastern areas; and (»•/) disturbed industrial 
relations and management problems in the sick mills, steel and other industries 
in the eastern region. One of the most important reasons had been faulty 
industrial licensing policy. Licenses were issued in excess of capacity targets 
even iu non-essential industries. Foreign collaboration had been permitted in 
non-essential industries and in a repetitive way. This led to the creation of 
excess capacity in a number of industries and inadequate capacity in others. 1 he 
Nineteenth Report of the Estimates Committee of the Lok Sabha (April 1972) 
pointed out that there were 22 engineering and non-engineering industries with 
an excess capacity ranging from 50 to 95 per cent. It shows that the recession 
which started in the last years of the Third Plan continued with a respite of only 
two years. 

The second category of factors related to the creation of new capacity were: (/) 
delays in the construction phase of a number of public sector projects; (//) delays 
in the working out of plan for certain projects; (III) delays in administrative 
sanctions; (/»•) lack of experienced design and construction firms; (v) labour 
unrest; (v/) delays in getting domestic and foreign plant and equipment; and ( vh) 
delays in full commissioning due to lack of experienced managerial and technical 
personnel. Industries so affected were cement, automobile, tyres and tubes, 

electric lamps, graphite electrodes, caustic soda, soda ash, non-ferrous metals, 

petro-chemicals, paper and newsprint. Moreover, considerable loss in pro¬ 
duction resulted in vanaspati, sugar, coal, textile and engineering industries due 
to the closure of a number of units. The reasons were financial crisis, mis¬ 
management, raw material shortages, uneconomic size, demand constraints, 
labour unrest, and obsolete machinery and technology. 

These factors had been responsible for the low growth rate of industrial pro¬ 
duction from 7.4 per cent in 1969-70 to 3.0 per cent in 1970- 7 1, to 3.3 per cent 
in 1971-72, 5.3 per cent in 1972-73 and 0.5 per cent in 1973-74. 


THE FIFTH PLAN 

As against an outlay of Rs 9,029 crores envisaged in the Draft Fifth Plan the 

actual outlay was Rs 9,581 crores for the development of industries and minerals. 
This was 24.3 per cent of the total Plan outlay. Of this, Rs 592.5 crores were 
spent on the development of village and small industries. The growth rate of 
output of the manufacturing sector was estimated at 6.92 per cent per annum. 
In this sector, chemical products were expected to grow at 10.84 per cent, 
petroleum products at 6.96 per cent, cement 7.19 per cent, and iron and steel at 

11.31 percent. The mining sector was expected to grow at a rate of 12.58 per 

cent, coal production at 9.38 per cent, iron ore at 9.54 per cent, and crude 
petroleum at 14.68 percent. 
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The targets and achievements of some important items are presented in Table 
65.3 below: 


Table 65.3. Fifth Plan— Targets and Achievements 


Item 

Unit 

Base Level 
( 1973-74) 

Target 

(1978-791 

Achievements 

{1978-79 ) 

1. 

Coal 

mt. 

79.0 

124.0 

105.2 

2. 

Iron ore 

mt. 

35.7 

56.0 

38.6 

3. 

Cotton cloth: 

m. metres 




mill sector 

• • 

4083.0 

4800.8 

3317.0 


decentralised sector 

ft 

3863.0 

4700.0 

4311.0 

4. 

Paper & paper board 

th t 

776.0 

1050.0 

1011.0 

5. 

Petroleum products 

m t 

19.7 

27.0 

24.2 

6. 

Nitrogenous fertilizers (N) 

th t 

1058.0 

2900.0 

2180.0 

7. 

Phospbatic fertilizers (P,0») 

th t 

319.0 

770.0 

770.0 

8. 

Cement 

m t 

147 

20.8 

19.3 

9. 

Aluminium 

th I 

147.9 

310.0 

213.7 

10. 

Copper 

th t 

12.7 

37.0 

18.5 


Source: Fifth Five-Year Plan, 1974-79. Economic Survey, 1980-81. 


The industrial development programmes during the Fifih Plan had been for¬ 
mulated keeping in view the twin objectives of self-reliance and growth with 
social justice. The strategy laid down in the Plan was as follows: 

(1) Emphasis had been laid on the rapid growth of the core sector industries 
such as steel, non-ferrous metals, fertilisers, coal, mineral oils, and machine 
buildings. The development of these industries was vital for the long-run 
sustained growth. They also helped to save foreign exchange. 

(2) There was to be greater effort to create surplus capacity in manufactured 
goods for exports, and towards their rapid diversification. 

(3) Greater attention was to be paid towards the substantial expansion of pro¬ 
duction of essential commodities of mass consumption like cloth, edible oils, 
vanaspati, sugar, drugs, and consumer durable goods like bicycles, fans, etc. The 
production programmes will be supported by appropriate distribution arrange¬ 
ments. 

(4) There was to be restraint on the production of essential goods except for 
exports. But scarce resources were to be diverted to the production of such 
goods. 

Besides, “the other socio-economic objectives of diffusion of ownership, maxi¬ 
misation of employment, dispersed growth of industries and upgradation of 
scientific and technological capabilities were sought to be achieved through: 

(a) Encouragement of Village and Small-scale Industries. The Fifth Plan assign¬ 
ed a vital role to production on a decentralised basis through the further 
development of small-scale industries. Except in cases where technological 
considerations limit the choice to capital-intensive techniques, production was 
expanded substantially through employment intensive methods. The Plan also- 
envisaged an intensive programme for the development of ancillary industries, 
in addition to 124 industries exclusively reserved for development in the small 
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•Dro/f F////i Five-Year Plan, 1974-79. 
•Economic Survey, 1978-79. 

•For the pattern of industrial development m 


the Sixth Plan refer to Ch. 62. 



Chapter 66 


REGIONAL DISPARITIES AND BALANCED 
REGIONAL DEVELOPMENT 


INTRODUCTION 

IT VERY country, whether developed or underdeveloped, has economically ad¬ 
vanced and backward regions. Instances are not lacking when a country is 
divided into regions based on linguistic or racial differences as in the case of 
India and Belgium. Still others are divided on the basis of natural factors such 
as in Peru, Columbia and Equador where the country is divided into coastal, 
forest and mountainous regions. Holland is simply divided into western and 
eastern region. For the purpose of our study, we shall have an economic division 
of region in India—rich and poor or advanced and backward. 

The idea of regional development originated with Stalin. Stalin wanted to 
develop each economic region in the Soviet Russia in such a way that in the 
event of an invasion, the occupation of any region by the capitalist powers 
might not cripple the economic power of the country. So strategic considerations 
prompted Stalin to develop all regions equally. It was the German bombard¬ 
ment during the Second World War which led to the dispersal of industries in 
England and attention was focussed on the development of backward areas. 
Earlier, the Barlow Commission in 1937 and the PEP (Political and Economic 
Planning) group in 1939 had stresseJ the need for dispersal of industries in 
backwardareas.Asamatteroffact.all developed countries have their back¬ 
ward areas and pay attention toward their development. The first attempt to 
develop a backward area in America was the Tennesse Valley. 

Meaning 

Before we spell out the meaning of balanced regional development, it is 
essential to clarify the term ‘region*. Region , in the Indian context, means a 
State within the Union of India which is formed on linguistic basis. But for the 
purpose of planning, it may imply an economically backward area with a State 
such as northern Bihar, eastern UP, northern Bengal or desert areas of Rajas¬ 
than, and dry areas of Haryana. A region may thus be viewed as an economic 
entity within a State—it may be a district, a town or a village. 

Balanced regional development does not mean equal development of regions 
in the country. It simply implies the fullest development of the potentialities of 
an area according to its capacity so that the benefits of overall economic growth 
are shared by the inhabitants of all the regions. Balanced regional development 
does not mean self-sufficiency in each State or region. Neither does it mean 
equal level of industrialization nor a uniform economic pattern for each State. 
Rather, it means widespread diffusion of industry in backward areas so far as it 
is economically feasible. The ultimate aim is to raise the living standards of the 
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people in backward regions to those of the advanced. It may be through the 
development of agriculture, industry, trade or commerce. According to Mum- 
ford, it is “a problem of increasing habitability—a problem of soc.al and 

economic renewal.” 

Need for Balanced Regional Development 

Balanced regional development is essential for the following reasons in under- 

developed countries. . „ _ 

1. To Minimise Backwash Effects. Underdeveloped countries are charac¬ 
terized by regional differences in income and employ ment. According to Professor 
Myrdal, 1 the main cause of regional inequalities has been the strong backwash 
effects and the weak spread effects in such economies. The genesis of region 
inequalities has a non-economic basis which is associated with the capitalist 
system guided by the profit motive. The profit motive results in the development 
of those regions where the prospects of profit arc high while other regions 
remain underdeveloped. Myrdal attributes the phenomenon to the free play oi 
market forces. The latter tend to concentrate economic and social overheads in 
certain regions leaving the rest of the country in a backwater. These inequalities 
are accentuated by migration, capital movements and trade. Migration of young 
and active people from the backward regions will favour the advanced region 
and depress economic activity in the former; capital will move into the develop¬ 
ed regions thereby creating capital shortage in the backward. The development 
of Industries in former regions may ruin the existing industries of the latter 
regions. So the backwash effects being stronger than the spread effects, regional 
inequalities are accentuated. Thus the need in underdeveloped countries is to 
minimise the backwash effects through deliberate State action for a balanced 

,C8 2 0 To Rlp'idl'y De'velop the Economy. Balanced regional development is 
essential for a rapid development of the economy because the progress of the 
entire economy depends on the development of all regions in keeping with their 
factor endowments. As has been aptly put: "The progress of the national econo¬ 
my will be reflected in the rate of growth realized by different regions and, in 

turn, greater development of resources in the regions must contribute towards 

accelerating the rate of progress for the country as a whole.” 

3. To Develop the Economy Smoothly. Balanced regional development 
helps in the smooth development of the economy. If all regions are el l ua ' * 
developed they can be mutually helpful to each other. If, however, there are 
regional inequalities, the low levels of income in the backward region ; H 
retard the development of the developed regions due to lack of adequate 
demand tor the products of the latter. Moreover, balanced regional .Jevelop- 
ment also avoids transports and supply bottlenecks and minimises inflationary 

pressures within the economy. ... 

4. To Develop and Conserve Resources. Balanced development of each 
region helps to develop its resources to the maximum extent In the words of Dr 

R. Balakrishna, “The aim of regional development should be to secure m 


'Refer lo the Chapter on the Myrdal Thesis for a detailed account. 
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mum efficiency in the utilisation of available resources”* Moreover, when a 
region develops its resources, at the same time, it avoids their destructive use. 
The establishment of varied industries leads to the fuller utilisation and con¬ 
servation of the mineral, forest, agricultural and human resources of the region. 

5. To Maintain Political Stability. Balanced regional development is 
needed to maintain political stability in the country. If there are regional dis¬ 
parities in income and wealth, they are the greatest source of danger to national 
solidarity. This is what led to the formation of Bangla Desh as an independent 
sovereign country. Thus the need to develop all regions equally stems from 
political and national solidarity. 

6. To Defend the Country. Regional development is essential for a proper 
defence of the country from foreign attack. If all regions are equally developed 
and there is widespread dispersal of industries, the country can face all arid 
attacks without disrupting its war efforts. On the other hand, development of a 
few areas and concentration of industries in them will bring the entire economy 
to a stand still in the event of their destruction by the enemy. Thus balanced 
regional development is essential for national security and defence. 

7. To Overcome Social Evils. Regional development helps in overcoming 
social evils associated with the localisation of industries in big towns and cities. 
In such industrial centres, there is over-crowding, congestion and noise which 
undermine the health and efficiency of the inhabitants. Cost of living being high, 
such centres breed poverty and increase discontentment among the masses. 
Therefore, the need arises for balanced regional development to avoid these 
social evils. 

8. To Promote and Secure Larger Employment Opportunities. 

Regional inequalities lead to low income, employment and output levels in 
underdeveloped countries. With the dispersal of industries in different regions 
the development of infrastructure in backward regions will not only promote 
but also secure larger employment opportunities in all areas thereby increasing 
their per capita output and income. 

Regional Disparities and Development Policies in India 

The importance of balanced regional development has not been properly em¬ 
phasized in india since the planoing era started. In the First Plan, it was men¬ 
tioned that the rate and pattern of development would take due “considerations 
of regional balance and sustained growth.” But due to the limitation of 
resources no deliberate effort was made to correct regional disparities. 

During the First Plan, regional disparities must have increased because there 
was wide gap in the per capita development expenditure of States like Mysore, 
Bombay, West Bengal. Orissa. Bihar, Rajasthan, Uttar Pradesh and Madhya 
Pradesh, as is revealed by Table 66.1. 

The Second Plan emphasized the need for balanced regional development 
when it observed “that disparities in level of development between different 
regions should be progressively reduced." Further, “in any comprehensive plan 
of development, it is axiomatic that the special needs of the developed 
areas should receive due attention. The pattern of investment should be 


1 Regional Planning in India, p. 73. 
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Slates 


Table 66.1. Per Capita Expbnditurb 
PCE 


Slates 


PCE 


Saurashtra 

Mysore 

Bombay 

Travaocore Cochin 
West Bengal 
Pepsu 

Andbra Pradesh 
Punjab 


59.1 
48.9 

42.1 

30.2 
29.4 
26.6 
25.8 
25.6 


Mad-as 

Assam 

Madhya Pradesh 

Hyderabad 

Uuar Pradesh 

Rajasthan 

bihar 

Orissa 


24.9 

22.8 

19.6 

19.3 

17.6 
15.5 

5.1 

12.4 


reduction in regional disparities aod ^ and'a 

lopment. These guidelmes * reducing regional 

'SC'Jzss r- nd s^ ss,* new en,e “ 

industrial estates were located near smailio . . h Assam, Madhya 

located in backward regions of R aJ asl !* ao * dh Rut the ’ Second Plan only 

Pradesh, North Bihar. Orissa fr0 m 

touched the fringes of the problem of regional ^parities. PP 

the per capita income of the States shown in Table 60.2. 


Stales 



Maharashtra 
West Bengal 
Punjab 
Gujarat 
Haryana 
Assam 
Tamil Nadu 
Andhra Pradesh 


416 

38j 

383 

380 

359 

349 

344 

314 


Mysore 

Kerala 

Madhya Pradesh 

Rajasthan 

Uttar Pradesh 

Orissa 

Bihar 

All-India 


292 

278 

274 

271 

244 

226 

216 

309 


th. ....... “f-i; isr “ •“ 

State plans of Orissa (89.5j DCom cs were lower than the all-India 

Rajasthan (74 per cent) their pe P d rcduC e rC gional dis- 

levels of Rs 309 at current prices. So the Plan taiieo 

parities. 
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The Third Plan devoted a separate chapter to balanced regional development. 
The Plan Report, pointed “Balanced development of different parts of the 
•country, extension of benefits of economic progress to the less developed regions 
and widespread diffusion of industry are among the major aims of planned 
development.” To remove regional disparities, the Plan aimed at the expansion 
of power, transport, irrigation, education and training facilities and the develop¬ 
ment of village and small industries. Some backward areas in different States 
were given special consideration for location of industries. For instance, Raja¬ 
sthan was to benefit from the setting up of rayon, fertilizer and caustic soda 
factory each; J & K from cement factory; Haryana from a machine tool factory; 
UP from a refractories plant, an antibiotics factory and a fertilizer factory; 
Madhya Pradesh from a heavy electric plant, Bhilai Steel Plant, and Nepa mills, 
Orissa from a fertilizer factory, besides the expansion of Rourkela Steel Plant; 
Andhra Pradesh from the paper mill and the expansion of Visakhapatnam 
shipyard and dock. 

In assessing the needs and the problems of backward areas such factors “as 
•population, area, pressure on cultivated land, extent of commitments on account 
of large products, and the state of technical and administrative services avail¬ 
able” were taken into account. Efforts were also made to set up ancillary 
industries in those areas where large projects were set up. 

But despite these measures, the Third Plan failed to solve the problem of 
regional disparities. Table 66.3 shows that no doubt with development, per 
capita income of the States at current prices increased, but the gap between the 
richest and the poorest continued to be of the same magnitude (see Table 66.2 
also). Maharashtra gave away the first position to Punjab which has continued 


Table 66.3. Per Capita Annual Income (1964-65) 


Stores 

Income Rs 

~ - * 

States 

Income Rs 

Punjab 

Maharashtra 

Gujarat 

Haryana 

West Bengal 

Assam 

Andhra Pradesh 

Tamil Nadu 


Mysore 

Kerala 

Uttar Pradesh 
Madhya Pradesh 
Rajasthan 

Orissa 

Bihar 

420 

393 

374 

373 

356 

347 

299 


to enjoy this position since then. Haryana took the place of West Bengal, while 
Tam,l Nadu and Andhra Pradesh mterchanged their places. Bihar continues to 
be at the bottom. The mam reason for Punjab. Haryana and Andhra Pradesh to 
f h , P a °r r ha$ b " n ,h ' raP ‘ d ' nCreaSe ,heir agricultural productivity and 

the starting of new enterprises, especially small industries. In the case of other 

Th V c e Zl n ,,,e r haS bCen aChieVed " ’ he SPh " e ° f dispersal °nndus«S 
the ,lr' H y " eW en,er P rises and investments to gravitate towards 

Third r ptan tored^ 0115 3 ^ eaS ^°n |inues lo persist. Regarding the failure of the 

“Available ?nfo™,« *7 d ' s P ari,1 «- * h ' Fourth Plan Report observed: 
ailable information does not indicate any trend towards reduction in the 
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concentration of income and wealth. Nor is there any indication that there has 

been any lessening of disparity in the standards of living of various classes... 
Problems of low income, unemployment and underdevelopment remain sizable 
...The operation of programmes of assistance related to size of production 
tends to benefit the larger producers in the private sector. A small number of 

business houses with experience and resources have been able to take greater 

advantage of the expansion of opportunities for profitable investment. 

The Fourth Plan had been more realistic in its approach to the problem ot 
regional disparities. The Plan devised a triple formula for removing regional 
imbalances: first, weightage on the allocation of Central assistance; second, loca¬ 
tion of central projects in backward areas; and third, adjustment in the pro¬ 
cedures and policies of financial institutions so as to provide concessions to small 
and medium industries in backward areas. 

The Fourth Plan approach to the development of backward areas was carried 
forward in the Fifth Plan. This approach “has been characterised by wide rang- 
ing and non-selective incentives for industrial investment on the one hand and 
special programmes, some of them with an area development approach, on the 
other . . Our experience with large industrial projects in backward areas shows 

that their spread cfTects arc low and the surrounding areas continue to remain 

poor and underdeveloped.” 3 . . 

The Sixth Plan 19*0-85, emphasises the need for continuing existing policies- 

for removing regional disparities. In addition, the Plan recommends: (/) Diffu¬ 
sion of skills and technology to backward areas so as to increase productivity, 
(ii) Strengthening of the weak resource base of such areas by specific program- 
mes for their development. (##«) Such area-development special programmes 
should be dovetailed With the overall development plan of the state in order to 
make them cost effective, (it) Evaluation and modification of Central and State 
investment and incentive schemes relating to private entrepreneurs such as con¬ 
cessional finance, seed/margin money, tax reliefs, investment and interest 
subsidies, etc (v) To strengthen the arrangements for area planning so as to 
enable financial institutions, commercial banks and cooperatives to increase 
substantially their lending in backward regions in agriculture and allied activities 

as well as for village and small industries. Lastly, the recommendations or the 
NCDBA (National Committee on Development of Backward Areas) will be 
considered, modified and introduced during the Sixth Plan period. 

Estimates of Regional Disparities 

Two recent studies again confirmed that in India regional imbalances conn- 

nued to persist despite the Government's positive approach lo this problem. T/ie 
Economic and Scientific Research Foundation showed .hat over the decade 1960- 
61 to 1970-71 agricultural income from crop production registered a very high 

growth rate in the case of already developed States, while it had not been very 

encouraging in some other States. The national average agricultural income over 

the period (I960-6 1 to 1910-71) showed an increase of 142.6 per cent Punjab 

topped with a growth of 224.2 per cent, followed closely by Haryana with 223.5 
per cent, Gujarat 203 per cent, and Rajasthan 200 per cent. The rate of increase 

•Draft Fire-Year Plan, 1978-83. G.O.I. Planning Commission, 1978. 
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in Mysore, Orissa, J & K and Kerala was also more than the national average, 
while all the other States were below the national growth rate of agricultural 
income. 4 

Another has been made by the Economic Times* regarding the spread of 
poverty in different States. It revealed the nine States had more than 48.13 per 
cent (all India average) of their population below the poverty line in 1977-78. 
These were Orissa, Tripura, Madhya Pradesh, Bihar, West Bengal, Tamil Nadu, 
Assam, Uttar Pradesh and Karnataka. The richest State Punjab with per capita 
Net State Domestic Product of 2278 had the lowest 15.13 per cent its population 
below the poverty line, followed by Haryana (24.84 per cent). 

Professor Raj Krishna in his G.L. Mehta Memorial Lecture (May 1980), 
entitled. The Centre and the Periphery , groups inter-State disparities into six 
categories: (1) indices of income, poverty and unemployment; (2) agricultural 
indicators; (3) industrial indicators; (4) infrastructure indicators; (5) social 
service indicators; and (6) resource allocation indicators. His factual findings 
reveal that 72 per cent of the total poverty population is concentrated in seven 
major States: UP, Bihar, West Bengal, MP, Maharashtra, Tamil Nadu, and 
Andhra Pradesh. These slates also contain two-thirds of the total pool of 
unemployment in the country. On the other hand. States having a relatively high 
per capita income have a low poverty ratio, and vice versa. Thus, for instance, 
the per capita income in Punjab is nearly 2$ times the per capita income in 
Bihar, and the poverty ratio in Bihar (55 per cent) is 2i times the poverty ratio 
in Punjab (22 per cent). Raj Krishna concludes on the basis of a number of 
studies that inter-state income disparities showed a small decline in the 1950’s, 
but in the 1960’s and early 1970’s disparities have been on the increase. 

Such agricultural indicators as the growth rate, farm output, consumption of 
fertilisers, net area sown, and minor, medium and major irrigation potential 
show th \t their growth has been extremely disparate among States. Further, 
poor States are not poor because of their poor endowment of natural resources 
but due to the insufficiency of investments. 

Only two indicators go to prove inter-state disparities in the industrial field. 
They are the value added by manufacture per capita (VAMP) and the Propor¬ 
tion of workers manufacturing (PWM). Of all the States, Bihar is the most 
backward State in terms of indicators. VAMP in 1976-77 was the lowest (Rs 78) 
and so was the PWM (5 percent), despite the fact that the highest percentage 
<25 per cent) of aggregate Central investment in the form of public enterprises 
was located in the State, as at the end of March 1978. On the other hand, States 
like Maharashtra, Gujarat, West Bengal, and Punjab have high VAMP and 
PWM, while the share in Central investment in these States is extremely low. 

The infrastructure and social service indicators also reveal that there are ex¬ 
treme inter-state disparities in the availability of water, power, transport, health, 
education, etc. States like Bihar, MP, Rajasthan and UP lack in these social 
services and hence they are backward as compared to Maharashtra, Gujarat, 
West Bengal, Punjab, Andhra Pradesh, Tamil Nadu and Haryana. 

Professor Raj Krishna concludes: “There is growing evidence to show that 

i 

4 The Hindustan Times, New Delhi, 16 October 1972. 

‘March 5, 1982. 
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inter-regional (inter-state and 

developnienthn«Stales are get.ing grouped into 
lopment over the last three anc j ra tes 0 j> develop- 

“bhadralok" and "sbudra States in re *** “North-South” problem is 

r: 8 !^ 

heart,and; while most of the outlying areas seem to be less deprived. 

culture and water management including fl reforms. While in 

transport and communications o <' environmental 

regions like famine-prone weste J h programmes should train 

handicaps and limited developmental P 0,cn " a ‘ q h p f economic opportu- 
the local youth for emigration to »djo,n,ng regions * ^ ^ A 

nity where projects for the development . jnce ,h e First Plan 

number of large projects have been *!*”* g rece nt yea rs political pressures 

jccts should be carefully sl “died before embarkmg upon^hem. ^ |he 

Four.hty. to develop ^^.r^'SSS^frfindurtri.l estates and 
Fourth Plan emphasised the need facilities like power, water, transport. 

Industrial Development Areas wh.re concessions and subsidies 

communications, etc., should be provided, and loan Thjs was 

given to the entrepreneurs wtlhng to sta^p j , icences in metropolitan 

also sought to be achieved throughi refu I ^ ^ moJifi( . d jn (he , jgh| of the 

areas. Such a policy or industrial loc b in trans port. communication. 

techno-economic changes that are tak8 P organisation. These changes 

generation and distribution of power and industrial organ,sa 

•For further derails refer to chapters wKweiW IPeeA/y, Special 

»V. Nath, “Regional Development Policies, txo 

Number, 1971. 
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have widened the concept of industrial locations. Industrial centres are fed daily 
by workers coming from far away places witn the development of road and rail 
transport. Even for power, they have to depend upon local power stations. 
Power is now transmitted over regional or national grids. “As a result, most 
industries have become foot-loose and regional location has acquired greater 
importance than side location.”* Morever, the large land requirements or big 
plants induce most industries to seek locations in the peripheral areas outside 
the cities. At the same time, tendency persists for industries to be located near 
large cities because they can take advantage of entrepreneurial, professional and 
labour skills, and of proximity to markets. But despite environmental and 
organisational difficulties of such locations, giant industrial complexes known as 
magalopolicises 9 have emerged at Delhi, Bombay, Calcutta and Madras. All this 
necessitates a new industrial location policy whereby large industrial estates are 
set up near small towns in backward areas and all facilities are provided initially 
by the State. 

Fifthly, there should be an integrated programme for the development of 
village and small industries in backward areas. The State should provide all 
basic facilities like power, water supply, transport, communications, training 
institutions, finance, etc. In the initial stage, consumer goods and processing in¬ 
dustries can be started, though manufacturing industries are not ruled out. Such 
a policy will help to provide larger employment opportunities to the people of 
the area. Punjab owes much to the development of small industries in backward 
areas. 

Sixthly, as we have seen above, some of the most prosperous States in India 
like Punjab and Haryana have developed through rapid agricultural develop¬ 
ment. The backward regions of Bihar, UP, Madhya Pradesh, etc., can be 
developed through improved seeds, fertilizers, pesticides, and above all, by 
providing irrigation and credit facilities to farmers. Industrial development alone 
cannot remove regional disparities. Agricultural development is more important 
in the rural-orientcd economy of India, as has been amply demonstrated by the 
Green Revolution, which has increased the per capita incomes of a number of 
States considerably. 

Seventhly, as recommended by the Working Group on Incentives for Industrial 
Development in Backward Areas, “Growing points” should be developed in 
backward regions. Such a policy envisages the setting up of urban estates which 
encourage commuting of workers to such towns from neighbouring villages. It 
will reduce construction costs, foster rural development through the flow of 
incomes earned from urban jobs and spread new ideas and knowledge of new 
production techniques and pattern of living. Growing points may also take the 
form of market towns in backward areas which may beneht the farmer by pro¬ 
viding various inputs for modernisation of agriculture, and facilities for market¬ 
ing and processing of agricultural products and for distribution of durable 
consumer goods. Punjab and Haryana lead in the establishment of such growing 
points by building urban estates, market towns, and mini secretariats through¬ 
out the States. Other States in India can take a cue from them and develop their 


'Hid. 

*Ihid 
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"^““regional development implies the fullest development of the poten- 

°men To areas'. But sucb a policy is essentia, in the inma. 

stages of development to generate larger savings rather than d.sstpate tnvestible 
funds in backward regions. It is only when the economy s resourccs have been 
fully developed and savings generated to an extent that they can be ap^ O 
a wider range efforts can be made to develop backward areas. As pointed ou 
hv I Lefeher "It is paradoxical conclusion that for developing the retarded 
aLt'.he growth of the most advanced regions must be encouraged. If the latter 
is stifled because of insufficient investment on an uneconomical scale surpluses 
will be insufficient and stagnant regions which are hmUc tlojraise their own 

larger perspective. 



Chapter 67 

POVERTY IN INDIA 


I N less developed countries poverty is abysmal. “Unfortunately, it is not an 
economic abstraction, it is a human condition. It is despair, grief and pain. 
It is the despair of a father with a family of seven in a poor country when he 
joins the swelling ranks of unemployed with no prospects of unemployment 
compensation. Poverty is the longing of a young boy playing outside a village 
school but unable to enter because his parents lack a few rupees needed to buy 
textbooks. Poverty is the grief of parents watching a three-ycar old child die of 
a routine childhood disease because .. . they cannot afford any medical care.*’ 1 
This vivid picture of illiterate, hungry, malnourished, poverty-stricken and sur¬ 
vival oriented people is equally applicable to India. 

The extent of poverty in India is being worked out in terms of the poverty line. 
Load Boyd-Orr, the first Director General of FAO, was the first person to pro¬ 
pound the notion of the starvation line in 1945 which referred to the consump¬ 
tion of less than 2.300 calorics per person per day. This idea has been trans¬ 
formed into poverty line. The Indian Planning Commission has defined a poverty 
line on the basis of recommended nutritional requirements of 2,400 calories per 
person per day for rural areas and 2,100 calorics per person per day for urban 
areas. In India, a study group consisting of D.R. Gadgil, P.S. Lokanathan, B.N. 
Ganguli and Ashoka Mehta worked out the national poverty line and came to 
the conclusion that private consumption expenditure of Rs 20 per capita per 
month (at 1960-61 prices) was the bare minimum. The Fourth Plan also deemed 
a minimum desirable consumption standard of Rs 20 per capita per month (at 
1960-61 prices). According to the Fifth Plan, at 1972-73 prices the correspond¬ 
ing amount would be about Rs 40.6. This Sixth Five-Year Plan (1980-85) has 
estimated it at Rs 51.3 and Rs 59.7 for rural and urban areas at 1979-80 prices. 


Table 67.1 Percentage of People Below Poverty Linb 


SI. No. 

Area 

1972-73 

1979-80 

i. 

Rural 

54.05 

50.70 

2. 

Urban 

41.22 

40.31 

3. 

All India 

51.49 

48.44 


Table 67.1 shows the percentage of people below the poverty line for 1972-73 
and 1979-80. It reveals that nearly 50 per cent of the Indian population has 
been living below the poverty line continuously over a long period. On the basis 
of the population estimate revealed by the 1981 census, it can be said that 316 
million people live below the poverty line. 


•Lester R. Brown, World Without Boarders, 1972, Italics mine. 



POVERTY IN INDIA 603 


Causes of Poverty 

The principal causes of poverty in India are as follows: 

1. Underdevelopment. The first cause of poverty is the underdevelopment 
of the country. Due to underdevelopment,‘a large portion of the population 
has to go without even the most essential needs of daily life because total 
national income, and hence aggregate consumption, is too small relatively to the 
enormous size of the population’. It has been estimated by Lester R. Brown 
that the annual increase in the goods and services produced in the United States 
of the value of $ 50 billion, assuming a 5 per cent rate of economic growth, is 
equal to all the goods and services produced annually in India. 

2. Inequality. The second cause of poverty is the extreme inequality of in¬ 
come and wealth in India. 2 In fact, as pointed out by the Planning Commission, 
underdevelopment and inequality are the twin causes of poverty. It is inadmis¬ 
sible to ignore or underplay either factor. 

3. Low Per Capita Income. Poverty is also reflected in India by the low 
per capita income. In 1979, it was $ 190 as against $ 10.630 in the United States. 
During three decades of planning (1951-80) the per capita average growth rate 

of income had been 1.2 per cent per annum. 

4 Inadequate Growth Rate. One reason for the failure of planning to 

make a major dent on poverty has been the inadequate growth rate. During 
1951-81 the growth rate of national income was not more than 3.5 per cent per 
annum. Against a high growth of population, these low growth rates of the eco¬ 
nomy have tended to perpetuate poverty. . 

5 High Growth Rate of Population. The growth rate of population has 
been very high in India as against the growth rate of the economy. This has 
failed to bring about the required improvements in living standards. During the 

first decade of planning 1951-61. the growth rate of population was 21.64. and 

during the second decade 1961-71, it was 24 . 8 , in the decade 1971-81. it was 
24.75. Such a high growth rate of population accompanied by the low growth 

rate of the economy brings down the per capita income and the per capita con¬ 
sumption expenditure, and thus increases poverty. 

6. Unemployment. Poverty is also on the increase with the rise in the num- 
ber of the unemployed. The number of the unemployed persons has been increa¬ 
sing with every Five-Year Plan. The First Five-Year Plan started with a backlog 
of 33 lakh unemployed persons and at the end of the Plan they had increased to 
S3 lakhs, to 71 lakhs at the end of the Second Plan, to % lakhs at the end of the 

Third, to 136 lakhs at the end of the Fourth Plan, and 206 lakhs in 1980. But 

the last figure does not include the growing army of the underemployed. Already 
plagued with widespread unemployment and underemployment, India is now 

confronted with one lakh new entrants into the labour force each week.* Thus 
increasing unemployment and underemployment in families has accentuated 

T Low Consumption Expenditure. Poverty is also reflected in the low 
consumption expenditure of the majority of the people in India. A number of 


•For data refer to ‘Estimates of Inequality in India’in the next chapter. 
•For more details refer to the chapter ‘Unemployment in India . 
•Lester R. Bro*n. op. cli. 
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studies have been made towards this end. Dandekar and Rath in their study 
entitled Poverty in India revealed the extent of poverty in the country on the 
basis of the per capita consumption expenditure. They revealed that “in 1960- 
61, 6.38 per cent of the rural population had per capita consumer expenditure 
of less than Rs 8 per month which is 27 paise per day. Another 11.95 per cent 
had per capita consumer expenditure of less than Rs 11 per month which is 37 
paise per day. Another 9.88 per cent had per capita consumer expenditure of 
less than Rs 13 per month which is 43 paise per day. Yet another 9.82 per cent 
of the population had per capita consumer expenditure o/less than Rs 15 per 
month which is 50 paise per day. The four classes mentioned above constituted 
a little under 40 percent (38.03) of the rural population. In 1960-61, they lived 
with less than 50 paise per day per capita. The situation «n urban areas was in 
fact a little worse. Apparently, only 21.69 per cent of the urban population had 
per capita consumer expenditure of less than Rs J 5 per mooth or 50 paise per 
day.” 5 On the basis of constant prices, they compared the per capita consumer 
expenditure of the different classes of the people between 1960-61 and 1967-6& 
and came to the conclusion that per capita consumption of the poorest 5 per 
cent actually declined over the period of study. The per capita consumption of 
the poorest 10 per cent declined by 15 to 20 per cent, 50 per cent of the rural 
population and 40 per cent of the urban population was still below the poverty 
line of per capita consumption expenditure of Rs 20 per month. The study of 
B.S. Minhas on rural poverty for the 1967-68 also confirmed the findings of 
Dandekar and Rath. According to Minhas, 50 6 per cent of the rural population 
in India was below the poverty line in terms of per capita expenditure of Rs 240 
prr annnm . 6 The Congress Socialist Forum study group led by H.D. Malaviya 
reported in 1972 that 34 per cent of the rural population had per capita expendi¬ 
ture of less than Rs 15 per month. The study characterized it as the “absolute 
poverty line.*’ The Draft Fifth Five-Year Plan revealed that the levels of per 
capita consumption of the lowest 30 per cent of the total population of the 
country was Rs 25 per month. 

8. Regional Disparities. It is not that poverty is equally distributed in the 
country. There arc extreme regional disparities accounting for the poverty of the 
people of certain regions against the prosperity of the others. States like Punjab 
and Haryana are the richest in terms of per capita income on the basis of their 
rapid agricultural development; while Gujarat. Maharashtra and West Bengal 
continue to be the developed States on the basis of tendency for new enterprises 
and investments to gravitate towards them. But Bihar, Orissa, Rajasthan, 
Madhya Pradesh, and Uttar Pradesh continue to be backward with the conse¬ 
quent concentration of the majority of poor population. 7 

9. Low Availability of Essentials Another cause of poverty is the low 
standard of living which is primarily reflected in the low availability of essential 
commodities. Despite more than two decades of development efforts, the per 
capita availability of essential consumer goods has either increased marginally 
or fallen. The per capita net availability of cereals was 360.5 grams per day in 

*V.M. Dandekar and N'ilakanth Rath. Poverty in India, ISPE. 1971, Italics mine. 

•R.S. Minhas, Rural Poverty, Land Distribution and Development, IER, April, 1970. 

i or detailed analysis refer to Prof Raj Krishna's estimates in the previous chapter. 
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Measure* to Remove Poverty of lndiai t he policy 
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measures for reducing inequalities in income and wealth are equa y pp 
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for the removal of poverty. 8 As pointed out by the Indian Planning Commission, 
“Our professed goal of removal of poverty requires that the growth strategy 
must seek not only a higher rate of growth than observed in the past but also 
reduced inequality in the distribution of income and consumption. The composi¬ 
tion of growth must be such as favours the rural and urban poor. This calls for 
efforts in several directions. The pattern of production must lay emphasis on 
food and other articles of mass consumption, there must be massive employment 
generation which will sustain and will be sustained by greater availability of 
wage goods. It is also essential to augment social consumption and investment 
with a view to maximising the efficiency and productivity of vast numbers as 
well as to improve the quality of their life. The institutional reform and the 
fiscal policy must be oriented to reduce inequality along side increased produc¬ 
tivity. The backward regions and classes have a high incidence of poverty. Their 
development must receive high priority. Every effort must be undertaken to 
carry family planning to the strata who need it most.’’ 9 


•Pohcy Measures in the next chapter may be gi\en here as measures to remove poverty. 
Five-Year Plan ISsoST ^ 19?4 ' 79 ’ F ° r Specific measurcs refcr to ‘he chapter on the Sixth 
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tion in demand. Ultimately, it would lead to fall in production and slowing 
down of economic activity. Keynes, therefore, favoured income equality which 
might lead to sustained economic growth via the multiplier effect. 

Of the post-Keynesian economists. Professor Kurihara has carried Keynes’ 
views further. Keynes believed that encouraging consumption is alternative to 
saving. But Kurihara shows that they are complementary. When there is income 
inequality it leads to excessive thriftncss and fall in inducement to invest as a 
result of declining marginal efficiency of capital. Economic growth requires the 
balancing of the two forces which is possible in a ‘*high-wage, low-profit eco¬ 
nomy, and investment free society." 

According to Meier and Baldwin, “One of the striking changes in the 
twentieth century is the increasing governmental attention to the goal of social 
security and greater income inequality." The various social security measures 
adopted by the developed countries of the world after the Second World War to 
reduce incomt inequality have led to remarkable growth in their GNP and per 
capita incomes. 

However, Professor W.A. Lewis has outlined the process through which in¬ 
come inequalities led to the economic growth of the 18th century England, the 
19th century Western Europe and the early 20th century Japan. He advocates 
the same for underdeveloped countries. Lewis contends that voluntary savings 
form a significantly large share of national income only where inequality of 
income distribution is such that profits are a relatively large share of national 
income. When growth is taking place, the modern sector grows faster than the 
traditional sector and the relative share of profits in national income also in¬ 
creases. This tends to perpetuate income inequalities. In the long run, however, 
when employment opportunities increase allround and the traditional sector also 
develops, the distribution of income tends to stabilise. But this is an automatic 
process and is only a side effect of the growth of the economy. 

According to Lewis, the share of profits in national income should be increas¬ 
ed by expanding the capitalist sector of the economy deliberately. For this, he 
suggests that those who lived on unearned incomes, particularly ground rents, 
should be taxed heavily and the proceeds given to capitalists who live on profits. 
Profits car. also be increased by giving subsidies and tax rebates by providing 
adequate supplies of raw materials and capital equipment, by restricting imports 
of competitive products, by controlling wages and trade unions, and by govern¬ 
ment purchases of the goods of the industries. Thus it is contended that larger 
profits accruing to the capitalist sector w ill mean larger savings which will be 
invested for larger capital formation and higher growth rates. 

But this is not a correct view in the context of developing countries. Perpetua¬ 
tion of income inequalities is no condition for rapid economic growth. Unlike 
the developed countries, the conditions in developing countries are such that 
income inequalities are not necessary for their economic development. A number 
of arguments are given in support of this view. 

Perpetuation of income inequalities is not feasible under the system of parlia¬ 
mentary democracy and the political climate prevailing in such countries. The 
policy of raising profits to increase savings for capital formation may lead to 
social unrest and may even fail to produce socially desirable investment since 
the profit making classes arc not necessarily interested in the welfare of the 
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*D R. Gadgil, Economic Policy and Development, op. clt., p. 181- 
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reforms. Fifth, a long-term population policy has important influence on both 
the distribution of incomes and consumption levels of the poor. Investments in 
the health, education and economic development of the poor contributes to a 
reduction in fertility and hence indirectly to better income distribution. 2 What¬ 
ever policy measures may be adopted, there has to be a compromise between the 
objectives of growth and equality. In other words, if the developing countries 
wish to ride simultaneously the two horses of economic development and econo¬ 
mic equality, they have to move cautiously. 

The achievement of these twin objectives has been one of the main planks of 
economic policy in India. One of the Directive Principles of the Constitution of 
India lays down that "the state shall, in particular, direct its policy towards 
securing that the operation of the economic system does not result in the con¬ 
centration of wealth and means of production to the common detriment.’* This 
principle of reduction in inequalities became one of the objectives in the sub¬ 
sequent five-year Plans for the economic development of the country. The First 
Plan noted: "It is necessary to ensure that a steady advance is made towards the 
realization of wider objective such as full employment, and the removal of 
economic inequalities.” One of the objectives of the Second Plan was the "reduc¬ 
tion of the inequalities in income and wealth and more even distribution of 
economic power.” The Third Plan laid down the objective "to establish prog¬ 
ressively greater equality of opportunity and being about reduction in disparities 
in income and wealth and more even distribution of economic power.” The 
Fourth Plan also noted in the same vein: "Planning should result in greater 
equality in income and wealth, that there should be progressive reduction of 
concentration of incomes, wealth, and economic power and that benefits of 
development should accrue more and more to the relatively less privileged 
classes of the society.” It was, however, the Draft Fifth Five-Year Plan that 
vividly emphasised the simultaneous importance of growth and equality for the 
removal of poverty in these words, "No rate of growth that can be realistically 
envisaged could make a major impact on the problem within the foreseeable 
future if inequality remains as acute as at present. Nor could any feasible equali- 
tarian policies alter the position significantly in the absence of an accelerated 
rate of growth. Growth and reduction in inequality are both indispensable to a 
successful attack on mass poverty.” 

Estimates of Inequalities in India 

The various estimates with regard to the distribution of national income reveal 
that the inequalities of income and wealth have widened rather than narrowed 
as a consequence of planned economic development in India. As a result of 
Planning, net national income at constant (1970-71) prices rose by 44.9 per cent 
during 1950-51 to 1960-61, and the per capita income rose by 19.9 per cent. 
During 1960-61 to 1970-71 net national income at 1970-71 prices rose by 41.2 
per cent and per capita income by 13.2 percent. Between 1970-71 to 1980-81, 
net national income rose by 37.9 per cent and per capita income by 10.0 per cent 
at 1970-71 prices. It is interesting to know the extent to which this increase in 
income has been shared by the different sections in India on the basis of the 


*H.B. Chencry and others. Redistribution with Growth, 1974. 
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available data, and the perpetuai.on of mequal.lies intensified 

The Mahalanobis Committee on Distr,button of Income L £ 

(1964) revealed the following (Table 68.1) pattern of income distribution 


Table 68.1. State of Personal Income Distribution 


Fractile 

Group 


Estimate of 
RBI 

1953-54 to 1956-57 
Total Rural Urban 


Estimate of 
Iyengar & Mukherjee 

1952-53 to 1956-57 


Estimate 
NCAER 
1960 


Top 5 per cent 20.0 

Top 10 per cent 28.0 

Top 50 per cent 44.0 

Bottom 20 per cent 8.0 



country based on the estimates of the Reserve Bank of 1 “^. of Iyengar and 

Mukherjee and of the National Council of Applied and Ec °nomi c Research.^ 

The RBI estimates show that during the period 1953 54 to 1956-57 the top 
per cent of the total households shared 20 per cent of the national '"comc an 

fhe bottom 20 per cent only 8 per cent of households In addition e 

and urban breakdown shows that the degree of inequality is greater n urban 
than in "he rural sector. The estimates of Iyengar and Mukherjee also rev*, 
wide disparities between the bottom 20 per cent and the top 10 per cent and 5 
Der centof the total households, their respective shares in national income being 
8 5 pefeent, 25 per cent and 17.5 per cent for 1956 57. The NCAER es.ima es 
for 1960 show that the gap between the top and thc bo.tom had widened much 
In the urban sector, the bottom 20 per cent sha.ed 4 per « t o the nation 
income while the top 10 per cent and 5 per cent received «.4 prr c n a d 31 
per cent of national income respectively. In the rural sector, the share of he 
bottom 20 per cent was the same as for the urban sector ( 4 P» ccn ' w ^ c ^ 
top 10 per cent had 33.6 per cent of the national income. Thus again revealed 
that the degree of inequality was somewhat less rural than ,n ,1 “. “ Drepar . 

The Mahalanobis Committee further revealed on the basis of the data J rep 
ed by the NCAER about the share of households in aggregate tncome h f re “ x 

for 1960 that the share of the bottom 10 per cent of households in aggrega 

income was only 1.3 per cent in the urban sector and 0.7 per cent ,n the rural 
sector while that of the top 10 per cent of households was 42.4 per cent in the 

household had 17.5 per cent share in aggregate income m the 

while the top 50 per cent of the households, had 82.5 pc. ceni of the WW 
income. The comparative figures for the rural sector for the '*°l js remittee 
were 20.7 per cent and 79.3 per cent respectively. The Mabalanob* Oomroittee 
concluded on the basis of these findings: "The wide range of v r on ha one 
finds between the top and the bottom tenths of population, clea,™veab he 
existence of concentration of economic power ,n the country in its gen al cd 
form. . .And, the conclusion seems justified that even after t n years ° P -n ng 
and despite fairly heavy schemes of taxation on the upper .ncomei^ there is a 
considerable measure of concentration in urban areas. Th. > »'«> 1 

good for rural incomes as, in their cases, even the burden of taxation ,s not 
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heavy on the higher ranges of income.”* 

Another estimate of the growth of inequality in India has been made by 
Dandekar and Rath for the period 1960-61 to 1967-68 on the basis of the per 
capita consumer expenditure. Their study revealed that the per capita national 
consumer expenditure increased by 3.9 per cent over the period 1960 61 to 
1967-68, the per capita urban consumer expenditure increased by 2.4 per cent, 
and the per capita rural consumer expenditure by 3.8 per cent. To take the diffe¬ 
rent sections of the rural population first, over the period of the study the per 
capita consumption of the 20 per cent poorest increased by less than 2 per cent 
and that of the poorest 5 per cent actually declined b> about one per cent. The 
consumption of the lower middle sections (20 to 40 per cent) increased by 2.2 to 
2.6 per cent, that of the middle sections (40 to 60 per cent) increased by 3.7 to 
4.1 per cent, and of upper middle and the richer sections (40 per cent of popula¬ 
tion) increased by 4.4 per cent. Thus the process of development during the 
period 1960-61 to 1967 68 affected different sections of the rural population 
differently. It benefited the upper middle and the richer sections much more than 
the middle, the lower middle and poorer sections. This Dandekar and Rath 
observe, ‘'Under the circumstances, a certain amount of growth of inequality is 
inevitable.*’ To take the different sections of the urban population, during the 
seven years, per capita consumption of the lower middle and poorer sections 
(40 per cent, of urban population) declined; that of the middle sections (40 to 60 
per cent) increased by 1.0 to 3.0 per cent, of the upper middle and the richer 
sections (40 per cent) by 4.7 per cent. Thus Dandekar and Rath concluded that 
during the period under review, the per capita private consumer expenditure 
increased by less than half a per cent per annum. Moreover, the small gains 
were not equitably distributed among all sections of the population. The condi¬ 
tion of the bottom 20 per cent rural poor remained n/ore or less stagnant; of the 
bottom 20 per cent urban poor definitely deteriorated; and for another 20 per 
cent of urban population, it remained more or less stagnant. Thus, while the 
character of rural poverty remained the same as before, the character of urban 
poverty deepened further.-* 

Analysis of consumption expenditure on the basis of National Sample Survey 
(28 Round) reveals that in 1973 74 the lowest 20 per cent accounted for 9.5 per 
cent of total consumption in rural areas while highest 20 per cent accounted 
for 38 per cent. For urban areas, the corresponding figures were 9.2 per cent 
and 40 per cent. 

Distribution of land holdings is another measure of inequality. According to 
the Mahalanobis Committee the top 1 per cent of the households owned 17 per 
cent of all land holdings in India in 1953-54; the top 5 per cent owned 41 per 
cent; the top 10 per cent owned 58 per cent; and the top 20 per cent owned 77 
per cent of land holdings. The corresponding figures in 1959-60 were 16 per 
cent. 40 per cent. 56 per cent and 75 per cent respectivity. These figures revealed 
that despite the enactment of land reform measures there was no appreciable 
reduction in inequality in land holdings, and while 20 per cent of the people did 


1 Repo-1 of the Committee on the Distribution of Income and Levels of Living, p. 28. Italics 
mine. 

•V.M. Dandekar and Nilakanth Rath. Poverty in India, 1971. 
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•The Economic Times, 15 February 1977. 
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being at the top and Tatas following them closely. 

The Department of Company Affairs in its study of the assets of top 20 indus¬ 
trial houses revealed that their total assets increased from Rs 1,319 crcrcs in 
1964 to Rs 5,119 crores in 1978, a rise of 74.2 per cent. The Birlas topped with 
total assets of Rs 1,171 crores followed closely by the Tatas with assets amount 
ing to Rs 1,102 crores in 1978. 

A recent study by The Economic Time s 6 reveals that the total assets of 101 
private sector corporate giants grew at a fast rate of 15.5 per cent in 1979-80 as 
against 9.4 per cent in 1978-79, their sales (net of excise duty) recorded a growth 
rate of 15.5 percent as against 11.7 per cent, and gross profits rose by 19.4 per 
cent as against 15.3 per cent over the year. 

It is apparent from the findings of the various reports and studies that far 
from reducing inequalities in income and wealth, planning for three decades in 
India has actually accentuated them. 

Causes of Inequalities in India 7 

The prominent causes for this unequal distribution of income and wealth in 
India arc discussed below: 

1. Poverty. One of the basic causes of unequal distribution of income and 
wealth in the country is poverty which is reflected in low consumption levels, 
low per capita income and low standard of living of the mass of the people. 
Despite more than two decades of development planning, hunger malnourish- 
ment and suffering from chronic aod debilitating diseases are still the bane of 
the majority of population in India. 

2. Inadequate Development. Another cause of the low levels of income 
has been inadequate economic development, according to Mahalanobis Com¬ 
mittee. The growth of the economy has been slow and unsatisfactory during the 
planning era. For the decade 1951 60, the NNP at constant price was 3.8 per 
cent, during 1960-71 it was 3.7 per cent, 3.4 per cent during 1971-78, and 2.5 
per cent during 1978-81. Such low growth rates of economy have tended to 
keep the levels of income low for the vast majority of the people. 

3. Economic Concentration. As the above data pertaining to the extent of 
economic inequalities in India reveals, there has been concentration of economic 
power in the hands of few business houses, as a result the rich have become 
richer and the poor poorer. As pointed out by Dandeker and Rath, “The small 
gains of development seem to be monopolised by the upper middle and richer 
sections of the society leaving the lower middle and the poorer sections more or 
less untouched by the process of development.” The Mahalaaobis Commitee 
was more emphatic when it observed: “The working of the planned economy 
has contributed to the growth of big companies in Indian industry.” Some of 
the reasons for the concentration of economic power have been haphazard 
industrialization, faulty licensing policy, inter-locking directorate, and inter¬ 
company investments, etc. 

4. Tax Evasion. The Mahalanobis Committee also listed tax evasion as one 

•25 May 1981. 

’For data, refer to the causes of Poverty io India in the previous Chapter and Estimates 
of Inequalities given above. 
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9. Population Growth. The phenomenal growth in population during 
1951-81 has been another factor in increasing economic inequalities in the coun¬ 
try. During these three decades, population increased on an average at the rate 
of 2.2 per cent per annum. This increase has beeo primarily shared by the lower 
middle and the poorer sections of the society. With already low levels of in¬ 
come, the increase in family members has further reduced their incomes and 
brought them to the brink of poverty line. The worst hit are the landholders 
who have been burdened by the growth pressure of population on their tiny 
holdings, whereas the large landholders are afTected the least because of larger 
resources. This has forced the former to sell their meagre holdings to the latter. 
Thus the further accentuating income and wealth inequalities. 

10. Inflation. One of the piominent causes of income inequalities has been 
the spiral inflation since the end of the First Plan in India. Whereas the prices 
have been rising continuously, the income of the fixed income groups has failed 
to increase proportionately. As a result, the white collar middle class, the blue 
collar working class, the landless agricultural workers and the small landholders 
are being reduced to abject misery and poverty. On the other hand, the big land¬ 
lords, the businessmen, the profiteers, the speculators, the blackmarketeers, the 
traders and the industrialists have been earning larger incomes and amassing 
wealth. Thus inequalities of income and wealth are on the increase with the con¬ 
tinuously increasing prices. 

Policy Measures 

The policy measures, aiming at reduction in income and wealth inequalities, 
should be redistributive in nature. They should work towards the general socia¬ 
lisation of the means of production, the removal of economic concentration, and 
the increase in the income levels of the mass of the people. All measures serve a 
dual purpose: to redistribute income, and to remove poverty. In fact, the pro¬ 
blems of poverty and income inequalities are so interwoven that when one is 
solved the other is simultaneously resolved. Some of the policy measures arc 
discussed below: 

1. Land Reforms. Since the majority of people live in rural areas and are 
dependent on agriculture, spccJy implementation of land reform legislation is 
essential for equitable distribution of income and wealth. As a first step, there 
should be redistribution of the available land among the landless agricultural 
workers and those having very little land. It requires the implementation of 
legislation on ceiling on land holdings. Second, the tenurial conditions should 
also be improved. Last but not the least, land reforms should also embrace 
such measures as the provisions for cheap and adequate credit facilities, better 
s e eds and fertilisers, and marketing of agricultural produce. Thus land reform 
m casures will raise the total produce and hence the share of the cultivator in the 
to*al produce. In this way, his income will increase. 

2 . Employment Opportunities. The principal instrument of policy relating 
to income distribution is the creation of additional employment opportunities, 
both in the rural and urban sectors. To provide employment opportunies to the 
unskilled labour in rural areas suitable public works programmes should be 
designed and organised. Intensification of cropping practices and establishment 
of agro-based and rural industries can also help in providing gainful employment 
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to the agriculturists. 

As regards the educated unemployed, while the emphasis should be on abour- 
intensive industrialization, the need for providing self-employment opportunities 
should not be overlooked. The latter require on the job or professional training 
financial help from the banks and other financial institutions, and facilities for 
raw material supplies and marketing. The Dr of, Fifth Plan noted ■" the case of 

educated unemployment: "While a higher level of industrial growth comb ned 

with the process of technological transformation >n agriculture can contribute a 
great deal towards easing the pressure of unemployment among the educated to 
derive maximum advantages from the growth process, it is necessary to establish 
liaison between the concerned autho.ities in industry and agriculture, on I he one 
hand, and those who run the educational establishments, on the other. Mere 
enunciation of a policy on restricting admission to higher institutions of learning 
is unlikely to be effective nor does it improve the distribution of income unless 
the policy is supported by a set of substitute measures for providing education 

in a multiple entry exit basis.” . 

3. Wage Policy. For an effective income distribution there should be a natio¬ 
nal wage policy, both for the organized and the unorganized sectors of the eco¬ 
nomy. It requires ensuring not only minimum wages for industrial workers but 
also increasing the share of wages in total value added. But all increases in 
wages should be closely related to increases in productivity in order to avoid 

inflationary pressure following the former. It is, however, not possible to follow 
such a wage policy in the unorganized sector where a small amount of irregular 
and intermittent employment is enveloped in a mass of utiemplo) mem and 
underemployment. The Agricultural Minimum Wages Act has been on the 
statute book for over 20 years and everyone acquainted with its operation knows 
that it cannot be enforced .. But minimum wages have no meaning unless at 
the same time employment is guaranteed at the prescribed minimum wage. 
Therefore, the solution for the unorganized sector is to provide gainful em¬ 
ployment opportunities as detailed above. . 

4. Price Policy. It is an undeniable fact that continuous r.sc m prices nas 

eroded large chunk; of the income of ihc masses, and increased profit margins 
of the producers, and distributors and thus accentuated income inequalities. 
This necessitates stablising the priec level. Since increases in prices are regarded 
as inevitable in a developing economy, the Draft Fifth Plan sue tested. ) 
"revisions in wages and dearness allowances at periodical intervals in keeping 
with changing prices of essential consumer goods and also on the basis of recor¬ 
ded productivity growth, and («) "pegging the prices of essential commod. ics 
at relatively low levels for ensuring supplies of reasonable quantities through a 
system of public distribution, obviating the need for very frequent chang in 
dearness allowances and wages." The success of the latter system, in turn, 
depends on two conditions: ftr>t. a reasonable quant,ly of the required com¬ 
modity is obtained at prices which arc below the < pen mat et prices, am c 

distribution costs of such commodities arc kept as low as possi i c, si o • 

list of essential commodities should be reasonably small and the commod tie 

must be homogeneous in character. Thus the Plan recommends a system ot dual 
pricing whereby the low income groups are supplied certain essentiall com¬ 
modities at low prices through a network of fair price shops so that they 
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hit hard by rising prices. 

5. Social Security. Social security measures, such as free education and 
health services, cheap housing and supply of essential commodities, etc. tend to 
improve income distribution. They not only increase the real income of the 
working classes but also their efficiency. 

6 . Population Control. One of the important policies relating to income 
distribution over the long run is to control the growth rate of population. Larger 
families mean lower per capita income. So to increase per capita income, there 
is the need to adopt family planning practices on a wide scale. Population can 
be controlled by the propagation and use of cheap and effective contraceptives 
and spread of education. 

7. Labour-Intensive Techniques. To minimise inequality in the means of 
production and to provide larger employment opportunities for improving 
income distribution, the use of labour-intensive techniques is an important in¬ 
strument of policy. Such techniques should be adopted in the industrial and 
agricultural sector of the economy. As aptly pointed out by Dandckar and Rath, 
“The only method to distribute.. .capital in a capital short economy is to adopt 
a technology which would require less capital to employ a worker and hence, 
with given capital, would employ a large number of workers. It is for this reason 
that the adoption of a labour intensive technology is advocated. This certainly 
can be a method by which the small amount of capital that the economy has 
may be distributed among a large number of workers.” 

8 . Fiscal Policy. Fiscal policy plays a crucial role in reducing disparities in 
income and wealth. Taxes should be progressive which should curb conspicuous 
consumption and siphon otTa major part of unearned incomes into the State 
exchequer. In particular the burden of indirect taxes should not be more on the 
lower middle and poorer sections. Stringent measures should be adopted to 
unearth black money and tax evasion. The Wanchoo Committee has recom¬ 
mended a number of measures towards this direction, such as implementation of 
an appropriate urban land policy, including socialisation of urbanizable land; a 
greater degree of social control on the supply of highly volatile agricultural 
commodities like raw cotton and oilseeds; effective measures for preventing the 
smuggling of gold and highly valuable luxury items, etc. Further, as already 
pointed above, public expenditure should be directed towards those channels 
which raise the real incomes of the lower middle and poorer groups of the 
society that is, in providing social security. 

9. Reducing Concentration. To reduce concentration of economic power, 
every effort should be made to encourage small industries. Beside an efficient 
and dynamic public sector is an important policy measure towards this direc¬ 
tion. New entrepreneurs should be encouraged in areas which lack in competi¬ 
tive investment. And by ensuring improvement in productivity through better 
industrial relations and providing larger incentives to agriculturists, the domes¬ 
tic market should be rapidly developed. The MRTP Act should be implemented 
earnestly by the Monopolies Commission in order to prevent restrictive price 
and output policies, and to reduce concentration of economic power in the 
hands of a few business houses or groups of firms. 

lo Backwards Areas. Agricultural and industrial development in back¬ 
ward areas is essential for raising the income levels of the people and reduce 
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disparities of income and wealth. Agricultural productivity should be increased 
by providing new dry farming technology, irrigation facilities, and improved 
inputs. Fiscal and other concessions should be provided to attract private entre¬ 
preneurs for starting new industries. Efforts should be made to locate P ub ,c 
undertakings in such areas provided raw material facilities are available. Roads, 
canals, power and other basic infrastructure should be established in order to 
provide gainful employment to the people of the area. Thus with the develop¬ 
ment of backward areas, agricultural and industrial productivity would increase, 
employment opportunities would expand, incomes would rise and concentration 
of economic power in a few hands and regions would be reduced. 

To conclude in the words of the Indian Planning Commission. ‘Policies 
designed to improve distribution of income must include measures which lead to 
a better distribution of material property, especially land, improve substantially 

earning from a labour through providing extensive opportunities for gainfu 

work and facilitate the process of formation of human capital, especially in the 
deprived sections of our society, through equitable sharing of public goods such 
as education and health. Since in our conditions the process of redistribution 

must be woven into the process of production itself, the policies for resource 

mobilisation and development of resources must be considered alone with these 
measures.” 


Chapter 69 

UNEMPLOYMENT IN INDIA 


T TNEMPLOYMENT has been one of ihe most persistent and unmanageable 
^ problems facing India. At the same time, one of the objectives of Indian 
planning has been to remove unemployment and achieve full employment. 

Nature of Unemployment in India 

The unemployment problem of India is such that more has been written on it 
than that of any other country in the world, according to A.K. Sen. 1 Still there 
is no unanimity among the economists over the nature of unemployment in 
India. Sen distinguishes between the income aspect, the production aspect, and 
recognition aspect. On the other hand, Raj Krishna discusses four criteria of 
unemployment; time, income, willingness and productivity. 2 When Raj Krishna 
calls “willingness”. Sen calls “recognition”. We discuss these criteria one by one. 

The time criterion refers to the number of hours or days spent in gainful 
work. A person is “severely underemployed” if he is engaged in gainful work 
for 28 hours or less in a week, and “moderately unemployed” if he is engaged 
for more than 28 hours but less than 42 hours in a week. 

A person may be employed on some wage or income but the income which he 
earns may not be sufficient for him to rise above the poverty level. There are 
many persons in India who work full time in terms of hours per day (time 
criterion) but earn very little income so that they are still poor. They are 
hawkers, petty traders, workers in service or repair shops, etc., in urban areas 
and casual labourers in rural areas. 

A person is considered to be underemployed if he “is forced by unemployment 
to take a job that he thinks is not adequate for his purpose, or not commensu¬ 
rate with his training”. This is the willingness or recognition criterion. Under 
this criterion, there are also those “voluntarily” unemployed persons in urban 
areas who arc searching for specific types of jobs because of their special educa¬ 
tional qualifications or training. They refuse to accept jobs which they feel to be 
below their status and are dependent on their parents or relatives for financial 
help during this period of unemployment. 

The productivity criterion refers to “disguised unemployment” prevalent 
among the self-employed and hired labour force in rural India. A person is said 
to be disguised unemployed if his contribution to output is less than what he can 
produce by working for normal hours of work per day . 2 

Sector-wise, unemployment in India is of to types; rural and urban. The ma¬ 
jority of the population lives in rural India and is engaged in agriculture and 


‘A.K. Sen, Employment Technology and Development 1975 

' "^ nem r*°* n ' enl '"dia". Economic and Political Weekly, 3 March 1979. 
■For detailed explanation refer to Chapter 2. 
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allied activities. Due to a backward agriculture and the seasonal nature of agri¬ 
cultural operations, there is widespread open and disguised unemployment. 

On the other hand, u.ban unemployment is of two types; industrial unemploy¬ 
ment and unemployment among the educated. The increase in population, the 
seasonal nature of agricultural operations, the recurrence of drought or floods 
and the spread of urbanisation has led to migration of people from rural o 

urban areas. But the industrial sector has failed to expand along with the growth 
of labour force thereby increasing industrial unemployment. 

With the rapid expansion of educational facilities, the number of educated 

persons has been on the increase. But the number of persons receiving formal 
education is much higher than those receiving technical education. So the num¬ 
ber of persons seeking clerical jobs far exceeds those seeking technical jobs. As 
the conditions prevail in the country, it has not been possible to increase 
employment oppo.tunities for both categories due to structural rigidities. Hence 
unemployment among the educated has tended to increase with the spread ol 
education. 

Extent of Unemployment and Underemployment in India 

Due to conceptual and statistical difficulties, the estimates of unemployment 

and underemployment are neither accurate nor reliable. As the Report o* 

Commitce of Experts on Unemployment Estimates (1970) observed. 

view that estimates of growth in the labour force, of additional employment 
generated in the Plans and of unemployment at the end of the Plan period, pre¬ 
sented in one dimensional magnitude are neither meaningful nor useful as moi- 

cators of the economic situation.” 

Despite these handicaps, we give below some estimates of employment a 
unemployment during the Plans. But they just reflect the trend. The estimates_ol 

the Planning Commission at the end of each five-year Plan, as shown in Table 

*9.1, reveal that the total unemployment at the end of each Plan ha * 
the increase. At the beginning of the First Plan there were 33 lakhs unemployed 
which increased to 53 lakhs at the end of the Plan. The number of the unemp¬ 
loyed increased to 71 lakhs at the end of the Second Plan, to 96 lakhs at ti e cn 
of the Third Plan, to 126 lakhs at the end of the Th.rd Annual Plan. a 
lakhs at the end of the Fourth Plan. Since these estimates were 
they failed to show the extent of unemployment and underemployment in rural 

and urban areas. Hence they were discontinued from the beginning o 
Plan. 


Table 69.1. Extent of Unemployment in India 


Source: Five-Year Plan*. Planning Commission. GOl. 


(In laks) 


Plan 

Backlog of 
unemployment 

New 

entrants 

Employment 

generated 

The gap 

Firit 

Second 

Third 

Fourth 

Fifth 

33 

53 

71 

136 

N.A. 

99 

118 

170 

273 

N.A. 

70 

100 

145 

180 

N.A. 

51 

71 

96 

2?9 

N.A. 
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The Planning Commission made estimates of unemployment and under¬ 
employment separately for rural and urban areas on the basis of the classifica¬ 
tion made in the NSS 27th round. Accordingly, the estimates are based on a 
three-fold classification: chronic, weekly, and daily. Chronic unemployed art 
those who remain unemployed throughout the year. Weekly unemployed are 
those who did not find work even for an hour during the survey week and are in 
search of work. Daily unemployed are those who are employed on some days 
and are in search of work on other days even during the same week. 4 The total 
chronically unemployed in 1971 were 361 lakhs, who increased to 387 lakhs in 
1973 and to 437 lakhs in 1978. But the number of persons chronically unemp¬ 
loyed are more in urban areas than in rural areas. The total number of weekly 
unemployed are more than the chronically unemployed. They had been increas¬ 
ing from 945 lakhs in 1971 to 1007 lakhs in 1973 and to 1120 lakhs in 1978. 
Again, there are more unemployed persons in this category in rural areas than 
in urban areas. It is, however, in the category of daily unemployed persons that 
the majority of the people are to be found in India. The total daily unemployed 
increased from 1745 lakhs in 1971 to 1857 lakhs in 1973 to 2056 lakhs in 1978. 
The majority of these are found in rural India. 6 

The estimates of the educated unemployed in India are neither accurate nor 
reliable because they are based on the figures available with the employment ex¬ 
changes. These are two principal defects in the data supplied by the employment 
exchanges. One, not all educated persons get themselves registered with them. 
Two, many continue to be on the registers of the employment exchanges even 
when they get jobs because they are in search of better jobs. Still we find that 
the number of educated unemployed increased from 5.9 lakhs in 1961 to 9. IT 
lakhs in 1966, to 22.96 lakhs in 1971 to 51.04 lakhs in 1976 to 72.0 lakhs in 1980. 

Causes of Unemployment in India 

The widespread unemployment in India has been due to a number of causes 
which arc detailed below. 

1. Poverty. Poverty and unemployment are like Siamese twins. A person is 
poor because he is unemployed. He is unemployed because he is poor. Being 
poor, he does not possess resources to be gainfully employed. This is illustrated 
by the incidence of unemployment in India in terms of monthly per capita ex¬ 
penditure, as revealed by the 32nd round of National Sample Survey. Table 69.2 
shows the rates of rural and urban unemployment in terms of person-days 
unemployed as per cent of person-days in labour force. Persons in the lowest 
expenditure group of Rs 11 per capita per month had unemployment rates of 
22.4 per cent in rural India and 29.2 per cent in urban India. As the per capita 
expenditure increases, the incidence of unemployment gradually declines. For 
instauce, persons in the highest expenditure group of Rs 100 and above per 
capita per month had unemployment rates of 3.2 per cent and 4.9 per cent for 
rural and urban India respectively. 

2. Excessive Increase in Population. India has been experiencing a popu¬ 
lation explosion since 1961. For the decades 1961-71 and 1971-81 population in- 


4 They arc calculated on the basis of person-days or person-years. 
1 Draft Five-Year Plan, 1978-83. 
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Table 69.2. Incidence of Unemployment in India 


(In Percentages) 


Groups : 

Monthly per capita 
expenditure in Rs 

Rural areas 

Urban areas 

Up to 11.00 

11.00 to 20.99 

21.00 to 33.99 

34.00 to 54.99 

55 00 to 99.99 

22.4 

14.1 

9.8 

7.1 

52 

29.2 

15.9 

11.9 

10.0 

79 


creased a. .be rate of 2.5 per cent annually. With such a high ««e of population 
growth the labour force has also been increasing rapidly over the Plan periods 
For instance during the First Plan there were 90 lakhs new outran to, .be 
labour force. 118 lakhs in the Second Plan. 170 lakhs during the Third Plan. 

140 lakhs during the three Annual Plans. 230 lakhs during b' J°“ rlh Pla "' 
256 lakhs by the end of 1978 which is expected to rise to 295 lakhs by’the end 
of 1985. To absorb this large growing labour force, it has not been P<*sib c 
generate so many employment opportunities. Consequently, unemployment and 
underemployment have tended to increase. 

3. Slow Growth of the Indian Economy The increase 
opportunities is intimately related to the growth of an economy. Despite three 
decades of planning, the Indian economy has grown a. a slow rate of 3.5 per 
cent per annum. The vast and varied natural resources of tb««" 0^ 
remain underdeveloped and unutilised. The transformation of agriculture has 
been very slow. The tertiary sector has failed to develop. Even the development 
of the industrial sector has been sluggish. For instance, between I 961-6 to 
1973-74 the growth rate of agriculture was 2 per cent, mining 4 ; per «* 
manufacturing 4.2 per cent. As a result, employment opportunities have failed 
to develop pari passu with the increase in the labour force. 

4. Backward Agriculture. One of the principal cause of widesp ad UO 
employment and underemployment in India has been the nab.n ° 
operations. About 70 per cent of the population in the country s depei den. 
unon agriculture which has low income per worker and per unit ol land. 

XT K2 Too many are engaged in •*^****?££ 

use improved methods of cultivation. Moreover. 

occupation because irriga.ional facilities are no. availab e.hroughou. the year 
Further, there is the absence of alternative or su PP lc “ y fi !£food 
opportunities such as poultry rearing, dairy farming bee^keeping f herie jo 

processing and other cottage industries due to „ 

rural areas are chronically and partially unemployed° u e 
certain States of India has benefited the rich and large fa,mas ««* **»* 
of tractors by them has reduced the need for farm a • . usc ol - 

Singh’s field studies in Ludhiana district of Punjab in c 

tractors impinged heavily on employment opportunities for human labour. 

-Population Pressure and Labour Absorbability in A.M« fnd Relaicd Acnvines- 
Ao. lysis and Suggestion, based on Field Slud.es Conducted in Pun,ab . 

19.9. 
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5. Lack of National Employment Policy. There has been lack of national 
employment policy in our five-year Plans. Except for mentioning a few schemes 
and projects in the various Plans, no specific policy was laid down to remove 
unemployment. Rather, the creation of employment opportunities was regarded 
as a by product of development in the first three Five-Year Plans. Moreover, 
there has been the complete absence of any legal provision to implement employ¬ 
ment generating schemes. There has also been no serious effort at manpower 
planning. As a result, in the absence of a clear-cut employment policy, un¬ 
employment and underemployment have tended to increase with each Plan. 

6 . Existence of Excess Capacity in Industries. The majority of industries 
in India have been operating under excess capacity since 1967. The main 
reasons for this tendency have been erratic power supply, transport bottlenecks, 
shortage of raw materials, industrial unrest etc. As a result, industries are not in 
a position to work to their full capacity and hence they are not able to absorb 
enough labour. 

7. Emphasis on Capital-Intensive Techniques. Since the beginning of 
the Second Five-Year Plan, industrial development in the country has been 
based mainly on the adoption of capital-intensive techniques of production 
which have failed to generate sufficient employment opportunities. The indus¬ 
trialists in India have been constantly resorting to “rationalisation, modernisa¬ 
tion, automation, mechanisation, market manipulation and other labour saving 
devices and thus the process of replacing of human labour by machines” has 
been a continuous one. Even the emphasis by the Government has been on the 
establishment of capital-intensive industries, irrigation projects, road-building 
equipment, etc. which fail to absorb enough labour force. 

8 . Government Policy Towards Private Enterprise. The policy of the 
Government towards the private enterprise is also not conductive to its growth. 
The private enterprise has to operate under strict Government control and 
regulation which enforces a rigid licensing policy and heavy Corporation taxes. 
Moreover, a price-wage spiral, as a consequence of inflationary pressures in the 
economy, further discourages private enterprise from starting new ventures and 
expanding the existing ones. All this has failed to create new employment 
opportunities. 

9. Defective Educational System. Unemployment among the educated is 
due to defective educational system which the country inherited from the 
Britishers. It imparts general and literary education devoid of any practical con¬ 
tent. No effort has been made to develop our educational system in keeping with 
the manpower requirements of the economy. The adoption of the “open door 
policy” at the secondary and university levels has created more unemployment 
among the educated. Such persons are fit only for white-collar jobs which are 
not available to all. No doubt for some time past the trend has shifted towards 
commerce, engineering, medicine and other technical jobs, but due to the lack 
of a proper manpower planning unemplojment is also found among them. 

Some Suggestions 

Keeping in view the causes of unemployment and underemployment, the 
following remedial measures arc suggested. 

1. Changing the Pattern of Production. Employment can be created by 
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chan „ inE .be pattern of production in India. Emphasis should be laid on the 

production of those goods which use more labour and less 
In fact, such goods should be manufactured as are needed more by 

structural facilities, including marketing of products. A s y cmDloyr icnt to 15 
that Rs one lakh of investment in fixed assets p.ovtdes scclor . 

workers in the small scale sector as against 3 wor cr industries 

Therefore, it is better to encourage the es.abhshmcn. of small scale 

which are employment intensive. . shou id endeavour 

4. Full Utilization of Excess Capacty. The G °™' nl ' a transport so 
to remove such bottlenecks as power supp y, raw rot 4 ucc l0 their full 

that industries which are working below 

capacity. This would no. only increase output but also generate mo 

“"policy of Decentralisation. The lack of gainful 

areas has led to the migration of P C <>P c 10 ^ rc urbanisation such a» 

alternative employmenl. This has creawd Ote w cncouragc thc settlng 

housing, water, transport, etc It is. thcreiore ^ fe|ali , 0 lhe local factor 

up of industries in and around small towns p e coUon ginning, 

endowment, that is, sugar factories '" *"** * ‘ , ing a[Ca , etc. Thc establish- 

spinning and weaving factories around a col g depending upon thc 

men, of agro-based cattle-based. or fores, based M** ? ca d 10 

nature of the local resources available near rura area opportunities 

the development of such areas bu, also provide larger employment o PP 

to thc people there. „ , n i n dia will be hard 

6. Population Control. Thc problem of une ™^°| f0 | j hc phenomenal rate 
to solve unless there is population planning an con • gainfu i c m- 

at which labour force is increasing in the c ° u " ve (ha , adcqualc measures are 
ployment by any means. It is, therefore, pc masses 

taken to propagate the need for family planning of the 

7. Restructuring the Educational System To *°lvc ^ Liberal 

educated unemployed, India should rcslruc ‘“^ ^ard and there should be 
education should be imparted up to the mid * Co |, egc an d university 

the vocationalisation of education at the secon a y • of academic 

education should be restricted only to those who attain a 1 ^ administral ive. 
achievement. So far as the requirements of eng.tKenn^i*< >1^ (hey 

commercial and other higher levels of technic d ^ ^ cconomy is keeping 

should be based on a proper manpower plan g 
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with the present and future demand for skilled personnal. 

8. Measures for Rural Unemployment and Underemployment. The 

number of underemployed and unemployed is very large in the rural sector. 
They are primarily landless agricultural workers and marginal farmers. This 
necessitates the strict enforcement of land reforms so that land should go to the 
tiller. In addition, the small and marginal farmers should be encouraged to start 
such subsidiary industries as dairy farming, poultry breeding, bee-keeping, fish 
culture, etc., so that they may supplement their incomes and also remain 
partially employed. In areas which are dependent on rains for agricultural 
operations, such rural works programmes as road-buildiog, canal digging, soil 
conservation, afforestation, drinking water schemes, buildings for schools, and 
health centres, etc., should be started during the slack season. Persons employed 
should be paid partly in kind and partly in cash, as was being done under tht 
‘Food For Work Programme*. 

The Food For Work Programme was started by the Central Government in 
India in April 1977 for generating additional employment on public works in 
rural areas. Under this programme, employed workers were paid wages in part 
of whole in the form of wheat and rice. Due to the various deficiencies and mal¬ 
practices in the storage, supply and distribution of foodgrains at the administra¬ 
tive level, this programme had been replaced by a National Rural Employment 
Programme (NREP) from 15 August 1980. This programme aims at full' 
utilisation of human and material resources and involves a large number of 
people in productive activities in rural India. It is better than the Food For 
Work Programme because the centre gives cash assistance along with foodgrains 
as grants-in aid to the States under NREP. 

Besides, under the National Employment Service (NES) a network of employ¬ 
ment exchanges, and university employment information and guidance bureaux 
has been set up throughout the country. They assist all types of employment 
seekers and also carry out other functions, such as vocational guidance and 
employment counselling for better utilisation of human resources, the collection 
and dissemination of employment and occupational research. Moreover, it is 
obligatory for all establishments in the public sector and non-agricultural estab¬ 
lishments in the private sector employing 25 or more workers to notify (heir 
vacancies with certain exemptions to the employment exchanges and supply 
periodic information. Further, a weekly journal Employment News is being 
published in English and Hindi which publishes information about all types of 
jobs being notified by private, semi-Government and Government organizations. 

To conclude with Professor M.L. Dantwala, an employment strategy in India 
should have three basic ingredients: (1) a policy to maintain the highest possible 
growth rate for the economy; (2) a policy having a more labour-intensive 
paitern of production; and (3) a policy to regulate the technological change so 
that the growth rate of employment is maintained at a satisfactory level. 

OUTPUT vs EMPLOYMENT 

The literature on economic development in the 1950s and 1960s emphasised the 
expansion of the modern industrial sector as a pre-condition for the rapid econo¬ 
mic development of a developing economy. It was argued that the development 
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of the industrial sector not only produces for the domestic market but also for 
the fo^gn market by following'the policy of import substitution Further he 
expansion of this sector also absorbs surplus labour ;that m.grates to u b 
areas in search of jobs. This is because wrth the expansion of the >nd“Str.al sector 
agriculture recedes into the background and thus releases labour for the 

“Em this reasoning is misconceived because it is based on the experience of in- 
du!tr a ised countries. In the latter, there has been a tendency to equate total 
economic growth with industrial expansion. On the other hand, in developing 
countries the problem is one of providing larger employment opportunities m 
rural areas where the majority of labour force is concentrated. Expansion of the 
modern industrial sector with the main objective of maximising output cannot 

and 27 per cent in 1979. But the percentage of labour force engaged in this 
sector was constant at 11 for these years. In Braz,l \ ,h *, 979 ° ecti . 

industrial sector .0 GDP was 35 and 38 percentage inI960 and 

vely, while the percentage of labour force employed m this sector was 

2 EvTthe V 'p y ace of industrialization has been much slower than that of urbani- 
..5" in^Sch countries. Consequently, the percentage 

the'two earl.'“hus there is'a conflict between « 

output and maximisation of the two 

So far as a developed c ° u ° 7' ' a"echnique of a particular capital 

objectives. It is theoretically argued g Bul tech- 

intensity the growth rate"^^ 7,end .0 increase labour productivity, 
meal changes take place o education and improved training and 

The increase in productivity may be d J |q |h# usc of ca pi ta i. in ,ensive 
better management techniques. Or. it my workers ^ need(;d , o produce 

techniques. If labour productn/'ty increa^^^^ ^ cmploymcnt bc |ess than 
the same level of output. Hence the g _ c Qf dev e| op ed countries suggests 

the growth rate of output. But the e P ^ growth of output employ- 
that generally there is positive tc ' mofC cap i la l-intcnsivc techniques of 

ment and labour productivity. The use 1 and (q h| hef 

production results in more output 0 f output will be 

growth rate of employment in the future. Thus the g 

higher than the growth of employment. , in developing countries 

The apparent conflict between ou p using capital-intensive techni 

arises from the fact that such economies h maximi$ e either output 0. 

ques in all sectors. But they have not been aD.e 
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employment. The use of imported, expensive and inappropriate capital-intensive 
machines and equipment cannot be put to their full capacity in such countries 
due to the lack of adequate technical personnel and infrastructural facilities like 
power, transport, raw materials etc. Further, the small size of the local market 
stands in the way of full capacity use of such techniques of production. Even 
though the use of such technology increases labour productivity somewhat, yet 
it reduces total factor productivity due to the non availability of other factors of 
production. The latter, in turn, raises the average costs of production. As a 
result, output cannot be maximised. On the other hand, such capital-intensive 
techniques fail to generate new employment opportunities. 

So the current trend in developing countries is to sacrifice the objective of out¬ 
put to employment, and to evolve a development strategy which is employment- 
oriented and aims at more equitable redistribution of income. The usual argu¬ 
ments advanced for preferring employment to output are the following. 

When employment increases, income also rises in the economy. Increased in¬ 
comes of the masses create more demand for the basic consumer goods produced 
locally. Since such goods are labour-intensive, they tend to create more employ¬ 
ment opportunities and lead to increased incomes. This process becomes self- 
rcinforcing which ultimately raises the levels of output and employment within 
the economy. 

The creation of job opportunities is a better method for redistribution of 
income than the use of fiscal and social security measures like taxation, unem¬ 
ployment relief, etc. More jobs mean a widespread distribution of income in the 
community. 

Of all the evils of a modern society, unemployment is the worst. It demoralises 
the people who lose self-respect. Breeds contempt for the society. Compels the 
unemployed to resort to evil practices like dacoity, robbery, murders, pick¬ 
pocketing, etc. Mass unemployment may even endanger political stability. It is, 
therefore, wiser to sacrifice output levels to employment. 

The creation of employment opportunities is related to the location of work in 
a developing economy. The majority of the unemployed reside in rural areas 
who should be provided employment there. For this, employment-intensive pro¬ 
jects like road construction, water supply, irrigation, rural schools, housing and 
community health centres, dairying, forestry and fisheries are required to be 
started. Even for other agro-based industries like sugar and textiles, labour- 
intensive methods should be used. 

But the problem of urban unemployment is one of long-run which cannot be 
tackled successfully unless the flow of migrants from rural areas is checked. Of 
course, this is a difficult proposition. Therefore, the solution ol urban unemploy¬ 
ment requires the creation of employment opportunities at a high rate, not only 
in the present but also in the future. This involves the use of the both capital- 
intensive and labour-intensive techniques whereby the conflict between output 
and employment has to be reconciled in the long run. 



Chapter 70 

NATIONAL INCOME OF INDIA 


MEANING 

RATIONAL income is an uncertain term which is used J‘ lh 

JN national dividend, national output, and national exptdd.ture^On this basis. 

national income has been defined in a number of ways. In common parlance 

national income means the total value of goods and services produced annuaUy 

in a country, .no,her words, national income is the «o«. ‘Ty! 

accruing to a country from economic actmt.es in a year s time. It includes pay 
“made to all resources in the form of wages, interest rent, and profits 
Simon Kuznets defines national income as "the net output of commodities and 
services flowing during the year from the country sproduct.se s> sum ab. 
hands of ultimate consumer." A United National report defines »«.«*! 
of basis of the systems of estimating national income. as net national , roduct 
as aditicn o the shares of different factor*, and as net national expenditure .n 
a country in a .ear's time. In practice, while estimating national income, any of 
these definitions may be adopted because the same national income would be 

derived. 

CONCEPTS OF NATIONAL INCOME 1 

There are a number of concepts pertaining to national income. They are Gross 
National Product, Net National Product. Ne, National Income at FactorC o«*. 
Ne, Domestic Product at Factor Cost, Personal Income, Disposable Income. 

Real Income, and Per Capita Income. . f 

The Gross National Product or Gross National Income is the total measure of 
the (low of goods and services at market value resulting from current production 
during a year. It includes the market value of such products as are produced1 in 
agriculture, mines, forests industries etc., and of services like transport, com¬ 
munications. banks, insurance, lawyers, doctors, teachers, etc., which are added 

“SSSSS the net money value of fin.. goods and services pro- 
duced a, current prices in the course of one year in a country. It '»• ‘herefore. 
known as National Income at Market Prices also. To arrive at it. the deprecia¬ 
tion is substracted from the GNP. This is done because during the course of 
productivity, the wearing out and obsolescence of capital equipment, machines, 
plants etc., continue and the sum reserved for their repairs and renew al is 
known as depreciation which is deducted from the GNP. Hence NNP = GNP— 

.For rhedetermina.ion of n.lional income, refer to my Macroeconomic Theory. V.kas, 

198). Ch. 15. 
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Depreciation. 

Net National Product at Factor Cost is the sum total of all goods and services 
with the cooperation of the factors of production at factor costs during a given 
period of one year in a country. It includes all income payments received by the 
factors of production in the form of wages and salaries, rents, interest and pro¬ 
fits. That is why the NNP at factor cost is also known as National Income by 
Distributive Shares. 

Relation Between NNP at Market Prices and NNP at Factor Cost. 

There exists a close inter-relation between NNP at market prices and NNP at 
factor cost. The NNP at market prices is always higher than the NNP at factor 
cost, because the market-prices of goods comprise a number of items, whereas 
the NNP at factor cost equals the costs of production. It is the income which 
the producers receive when no taxes are included in it Hence by deducting the 
indirect taxes from the NNP at Market Prices, we gel NNP at factor cost. Thus, 
NNP at factor Cost=NNP at Market Prices —Indirect Taxes. 

Quite often it so happens that the cost of a product to the producers is very 

high, but they are not able to sell their products at higher prices owing to com¬ 
petition. In such a situation the government subsidizes them. As a result the 
industries are able to sell the product at a lower price and the difference is paid 
in money by the government. Say, for instance, the handloom cloth costs Re 1 
per metre to the producer, but he sells it at 90 paise per metre and the govern¬ 
ment compensates him to the extent of 10 paise per metre. Hence to find out 
the cost of production the amouot of subsidy is added to the market price. Thus 
NNP at Factor Cost = NNP at Market Prices—Indirect Taxes+Subsidies. 

Nowada>s the governments also run a number of public concerns and earn 
profits which go the governments treasury and do not accrue to the resource- 
owners. Therefore, in order to arrive at NNP at factor cost, all surpluses which 
the governments derive from their own enterprises, have to be deducted from 
the NNP at market prices. Therefore, NNP at Factor Cost=NNP at Market 
Prices—Indirect Taxes+Subsidies—Government Surpluses. 

Net Domestic Product at Factor Cost is the national product in country during 
a period of one year from her own resources alone. If the net income from 
abroad is deducted from NNP at factor cost, we get Net Domestic Product at 
Factor Cost. Thus Net Domestic Product at Factor Cost=NNP at Factor 
Cost—Net Income from Abroad. 

Personal Income is the income received by the individuals of a country in one 
year. Personal income is never equal to the national income, because the former 
includes transfer payments whereas these art not included in national income. 
It is but natural that pension, unemployment allowance etc. received by an in* 
dividual should be included in his personal income because they accrue as 
income, whereas the national income includes corporate income taxes and 
undistributed corporate profits. Similarly, the contribution made by individuals 
for social security is also not a part of their income. Thus in order to find out 
personal income, the transfer payments are added to national income, and 
undistributed corporate profits, corporte income taxes and social security con¬ 
tributions are deducted from it. Therefore, Personal Income=Net National 
Income+ Transfer Payments— Undivided Corporate Profits—Corporate Income 
Taxes—Social Security Contributions. 
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Dispose Income means the ac.ua, canoo.T. 

(ion by individuals and families. The ^ that^ccrues before ihe income 

spent on consumption, because it is obtain the disposable income, 

tax has actually been paid. Therefore. « order to obtain d sp 

direct .axes are deduced from personalmcomeBube whole^o ^ 

income is not spent on consumpt.on and a part of it ^ Javings Thus 
disposable income is divided into eonsiimp i disposable income 

Disposable Income=Consumpt.on Expend'ture + Sa.ing^ li^sp 

^-Transfer Payments. f . i cvc i 0 f prices of 

Real Income is national income expresse j f goods an d 

a particular year taken as **-*™«« But it doe, 

services produced as expressed in te - b . that the net national 

no. indicate the real state of .he economy. us po^^ ' a .h ^ 

product of goods and sexvtces,hut year On the 

owing to an increase tP'<**. ‘ ona| S p foducl mig h. have increased but 

r^^S^Hen. as a result of^bich .£* 

sr-rs - ■ -* 

the concept of real income has been P r °P 0U “ ded . ticular year j, taken a. 

In order to find out the real income of a country. P )qw a[)(i lhe 

base year when the general price level is neither to hS of , he prices 

price level for that year ,s assumed to be 100. Now the ^ ^ de|ermined |# 

of the given year for which the national . f For this purpose the 

assessed in accordance with the price of the base year. 

following formula is employed: 

Money NNP v l00 . 

Real NNP— Prjce lndex for that year 

Suppose 1970 is the base year and the national income for ,976 ,s Rs 20,000 
crores and the index number for this year is 250. Hence, 

Rea, National Income for 1976 = * 100 = Rs 8000 Crores. 

Per Capita .ncome is the average 

particular year. This concept also refers in order to find out the per 

sstrs r . * 

divided by the population of the country in that year 

National income for i vo» 

Per Capita Income for 1981= Population in 1981 

Similarly, for the purpose of arriving a, the Rea, Per Capita Income .’so, th„ 

very formula is employed: R „, na , io nal inco me for 19 il 

Real Per Capita Income for 1981 population in 1981 
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This concept enables us to know the average income and the standard of living 
of the people. But it is not very reliable, because in every country due to unequal 
distribution of national income a major portion of it goes to the richer sections 

of the society and thus income received by the common man is lower than the 

per capita income. 

METHODS OF MEASURING NATIONAL INCOME 

There are four methods of measuring national income. Which method is to be 
employed depends on the availability of data in a country and the purpose in 
hand. 

( 1 ) Product Method. 2 According to this method, the gross values of goods 
and services produced at market prices are totalled. To find out the gross pro¬ 
duct, the data of all productive activities, such as agricultural products, wood 
received from forests, mineral received from mines, commodities produced by 
industries, the contributions to production made by transport, communications, 
insurance companies, lawyers, doctors, teachers etc. are collected and assessed 
at market prices. 

In this method of calculating national income, certain factors have to be 
taken into consideration. First , GNP is the measure of money, in which all kinds 
of goods and services produced in a country during one year are measured in 
terms of money at current prices and then added together. But in this manner, 
due to an increase or decrease in prices, the GNP shows a rise or decline, which 
may not be real. To guard against erring on this account, a particular year (for 
instance 1960) when prices are normal, is taken as the base year and the gross 
national product is adjusted in accordance with the index number for that year. 
The gross national product derived thus will be known as GNP at I960 prices. 

Second, in estimating the gross product of the economy, the market price of 
only the final products should be taken into account. Many of the products pass 
through a number of stages before they are ultimately purchased by consumers. 
If those products were counted at every stage, they would be included many a 
time in the national product and consequently the GNP would increase too 
much. To avoid double counting, therefore, only the final products, and not the 
intermediary goods should be taken into account. 

Third , goods and services rendered free of charge are not included in the 
GNP, because it is not possible to have a correct estimate of their market prices. 
For example, the bringing up of a child by the mother, imparting instructions 
to his son by a teacher, recitals to his friends by a musician, sculpturing as a 
hobby by a sculptor, etc. 

Fourth, the transactions which do not arise from the produce of current year 
or which do not contribute in any way to production, are not included in the 
GNP. The sale and purchase of old goods, and of shares, bonds and assets of 
existing companies are not included in the GNP, because these do not make 
any addition to the national product, and the goods are simply transferred. 
Likewise, the payments received under social security e.g. unemployment 
insurance allowance, old age pension, and interest on public loans arc also not 


•This also relates to the Flow of Product Approach to the calculation of N. 9. 
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included in .he GNP, because .he recipients do no. Prov^e any seevice m lieu of 
them. But the depreciation of machines, plants and otner cap*! g 

‘■assist o, io>«! "< 

(afte°subtracting .be cos. of .he ascet.td 

the GNP. Similarly, the variations in value of assets, .... jn lhe GNP . 

before hand and are insured against flood or fire, . . , . .. GNP 

Las,, .he income earned through illegal activities is no meud<d .« ^ GNP_ 

Although goods sold in .he black-marke. are priced and fulfil^ 

people, but as they are not useful from the soc.a p ' Th e 

received from .heir sale and purchase is always excluded from .he GNR There 

are two main reasons for this. One, i. is no. known w ffl of , hese 

produced during the current year or the preceding > • • 

goods are foreign made and smuggled .nd hence no.; 

To arrive at lhe net value of ihc national product ( ) f . ya , ue 

materials and services, and taxes and depreciation are c 

0f (2) N lIcome Method. According to this flow of Me .pproach .tone, 
income payments received by all citizens of a country in P v wav of nct 
added up, i.e. net incomes .ha. accrue f “ C '° 1 " ^^“. “gc.'her but incomes 

rents, net wages, net interest and net profits are ail a b Dcrtain - 

received in the form of transfer payments are not me u • ffom incomc tax 

ing to income arc obtained from different sources, o ’ f rom (hc j r 

department in respect of high income groups and in case f 0 || ow »ng items: 

wages’ bills. Thus Gross National Income is the sum total 
(?) Wnm Planes. Under this head fall all forms of^ wages and .salaries 

earned through productive activities by ^ n , P of contributions 

all sums received or deposited during a year by y 

like overtime, commission, provident fund, .nsurancec • faclory elc . and 

(II) Kents. Total rent includes the rents of land, ishop, • * lves 

the estimated rents of all such assets as are used by |eiw , reC cived by 

(III) Interest. Under interest comes the .ncome by y (he estjmal . 

the individuals ot a country from different sources. borrowed by the 

cd interest on that private capita, which 

businessman in his personal business. But the mtc Income 

loans has to be excluded, because it is a mere transfer o ^a.ionaUincome.,, ^ 

(iv) Profits. They include profits earned on personal business, p 
partnership, which are also known as unincorporated business s, 

from companies received by the shareholders plus undistributed corporate pro 

fits plus taxes levied on corporations. . 

(v) Indirect taxes. The government levies a number of md ’ . Q t 

duties and sales tax. These taxes are included in the prices of commodi. cs. But 
revenue from these goes to the government treasury and not to the factor 
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production. Therefore, the income due to such taxes is added to the national 
income. 

(W) Depreciation. Every corporation makes allowance for expenditure on 
wearing out and depreciation of machines, plants and other capital equipment. 
Since this sum also is not a part of the income received by the factors of pro¬ 
duction, it is, therefore, also included in the GNI. 

(vii) Transfer payments. Pa>ments received by individuals on account of pen¬ 
sions, unemployment allowance, and interest on public loans are known as 
transfer payments. These have to be deducted from GNI because people receive 
these payments for doing no work actually. 

Thus GNP according to Income Method = Wages and Salaries + Rents 4- 
Intcrcsts-f-Profits of Unincorporated Firms-f Dividends-f Undistributed Cor¬ 
porate Profits+Corporate Taxes + Indirect Taxes -f Depreciation —Transfer 
Payments. 

(?) Expenditure Method. From the expenditure view point, GNI is the sum 
total of expenditure incurred on goods and services during one year. It includes 
the following items: 

(i) Persona! consumption expenditure. It includes all types of expenditure on 
personal consumption by the individuals of a country. It comprises expenses on 
durable goods like watch, bicycle, radio etc. and expenditure on consumable 
articles like milk, bread, ghee, clothes, etc., as also the expenditure incurred on 
services of all kinds like fees for school, doctor, lawyer and transport. It in¬ 
cludes the expenditure on intermediary goods. 

(//) Gross domestic private investment. Under this comes the expenditure 
incurred by private enterprise on new investment and on replacement of old 
capital. Investment means real Keynesian investment which includes expenditure 
on house construction, factory-buildings, all types of machinery plants and 
capital equipment. In particular, the increase or decrease in the inventory is 
added to or subiracted from it. The inventory includes produced but unsold 
manufactured and serai manufactured goods during the year and the stocks of 
raw material, which have to be accounted for in the GNI. It does not take into 
account the financial exchange of shares and stocks, because their sale and 
purchase is not real investment. But depreciation is added. 

(Hi) ,\et foreign investment. It means the difference between exports and 
imports or exports surplus. Every country exports to or imports from certain 
foreign countries. The imported goods are not produced within the country and 
hence cannot be included in the national income, but the exported goods are 
manufactured within the country. Therefore, the difference of value between 
exports (X) and imports (M), whether positive or negative, is included in GNI. 

(/»•) Government expenditure on goods and services. The expenditure incurred by 
the government on goods and services is a part of GNI. Central, state or local 
governments spend a lot on their employees, police and army. To run the offices 
the governments have also to spend on contingencies which include paper, 
pen, pencil and various types of stationery, cloth, furniture, cars, etc. It also 
includes the expenditure on government enterprises. But expenditure on transfer 
payments is not added, because these payments are not in exchange for goods 
and services produced during the current year. 

Thus GNI according to expenditure methods Personal Consumption Expen- 
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" Mt Va^Added Method. Another method of measuring GA'P is by value 

wmmwm. 

isl 

differences are added up for all industries in the economy, we arr.ve a. the GNP 
by value added. Its calculation is shown in Table 70.1. 


Table 70.1. GNP by Value Added 


(Rs Crores) 


Industry 

(/) _ 

1. Agriculture 

2. Manufacturing 

3. Other* 

Total 


Total 

Output 

( 2 ) 

30 

70 

55 

155 


Intermediate 

Purchases 

( 3 ) 


Value 

Added 

i4)-{7-3) 

20 

25 

30 

75 


The Table is constructed on the sup^ition .b.. ,!°X 

poses of total p.oduc..on consists of three sec ^.T ^ val|)c of tota | 

facturmg and others, CODS,s " ng ° h value of ils intermediate purchases (or 

;rryt^ 

^‘S^s^S^-es to Rs SO crores. Thus the GNP by 

value added is Rs 75 (domestic) product of 

The total value added equals the value 01 g . : !he f orm 0 f 

the economy. Out of this value ® ddcd '' J ; "Ismail portion goes to the govern- 
wages and salaries, rent, interest and P rofl ^ P f depreciation. This 

ment as indirect taxes and the remaining amount ,s meant P 

is shown in Table 70.2. >ded of an economy equals the value 

Thus we find that the total gross value: added ot an e ^ gross value 

of its gross domestic product. If depreci R h7 crorcs (R S 75 minus 8 

added, we have ne, value added which comes o Rs 67 cror eS K 
crores). This is nothing but net domestic product a. market prices. Ag 
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Table 70.2. Gross Domestic Product 


(Rs Crores ) 

1. Wages and salaries 

45 

2. Income from rent 

3 

3. Net interest 

4 

4. Profit of companies 

8 

5. Indirect taxes 

7 

6. Depreciation 

8 

Gross Domestic Product 

75 

indirect taxes (Rs 7 crores) are deducted from 

the net domestic product of 

Rs 67 crores, we get Rs 60 crores as the net value added at factor cost which is 
equivalent to net domestic product at factor cost. This is illustrated in the 

following Table 70.3. 


Table 70.3. 

(Rs Crores ) 

I. Market value of output 

155 

2. Less cost of intermediate goods 

80 

3. Gross value added 

75 

4. Less depreciation 

8 

5. Net value added 


or net domestic product at market prices 

67 

6. Less indirect taxes 

7 

7. Value added at factor cost 

60 


This value added at factor cost is equal to the net domestic product at factor 
cost, as given by the total of items 1 to 4 of Table 70.2 (Rs 45+3 + 4+8 crores 
= Rs 60 crores). 

If we add net income received from abroad to the gross value added, this 
gives us gross national income. Suppose net income from abroad is Rs 5 crores. 
Then the gross national income is Rs 80 crores (Rs 75 crores+Rs 5 crores). 

The value added method for measuring national income is more realistic than 
the product and income methods because it avoids the problem of double 
counting by excluding the value of intermediate products. Thus this method 
establishes the importance of intermediate products in the natioual economy. 
Second, by studying the national income accounts relating to value added, the 
contribution of each production sector to the value of the GNP can be found 
out. For instance, it can tell us whether agriculture is contributing more, or the 
share of manufacturing is falling, or of the tertiary sector is increasing, in the 
current year as compared to some previous year. Third, this method is highly 
useful becau e “it provides a means of checking the GNP estimates obtained by 
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summing the various types of commodity purchases." 

However, difficulties arise in the calculation of value added in the case of 
certain public services like police, military, health, education, etc. which cannot 
be estimated accurately in money terms. Similarly, it is difficult to estimate the 
contribution made to value added by profits earned on irrigation and power 
projects. 

GNP AS AN INDEX OF ECONOMIC GROWTH 


Development economists have been using GNP or GNP per capita as the 
measure of economic growth since the 1950s. Despite its many theoretical and 
practical difficulties, 3 world organisations and developed and developing coun¬ 
tries have been using GNP/GNP per capita as the index of a nation’s economic 
development, technological advancement and its ability to produce more. No 
wonder, all governments have been aiming at increasing GNP/GNP per capita 
in underdeveloped countries. 

But the emphasis on GNP per capita as the index of economic growth is based 
on the application of the experiences of the developed countries on the under¬ 
developed countiies which differ radically from the socio-economic set up of the 
former. An OECD Report emphasises in this connection that the developed 
countries “took for granted that the GNP growth, largely concentrated in the 
industrial sector, would bring with it automatically full employment and eradi¬ 
cation of the poverty as it had seemed to do for them. They failed to remember 
that duriog their period of early industrialisation, population growth was slow, 
technology quite labour-iDtensive, emigration was relatively easy {(people could 
not find a job, and there was no competition from already highly industrialised 
societies or restrictions by them on access to their markets." 4 Unfortunately, 
economists in underdeveloped countries and their weitern advisers have viewed 
economic development in such countries as structural transformation wheieby 
the share of agriculture declines and that of manufacturing and service sectors 
increases in GNP. Accordingly, they have laid stress on such development 
strategies which aim at rapid industrialisation along with urbanisation at the 
cost of rural and agricultural development. So for as the solutions of such pro¬ 
blems as poverty, unemployment and income distribution are concerned, they 

have been given secondary importance. This is because it is thought that with 
increase in GNP such problems will be automatically solved in the long run. 

Though underdeveloped countries lack in satisfactory indicators and data, yet 
they show a strong correlation between the extent of poverty and GNP per 
capita. Few would dispute that poverty is both the cause and result of economic 
growth. Poor people can make little contribution to the economic growth of the 
country. On the other hand, development strategies which lay more emphasis on 
industrialisation and neglect the poor cannot raise the long run growth rate of the 
economy. As a matter of fact, experience in the underdeveloped countries during 
the three Development Decades has shown that the increase in GNP/GNP per 
capita has accentuated the problems of poverty, unemployment and inequalities 

•For these difficulties refer to pp. 10-12. 

•OECD, Development Cooperation 1973 Review, 1973. Italics mine. 
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in such countries. As pointed out by Robert McNamara, the former Governor 
of the World Bank in February 1970: “In the first Development Decade, the 
primary development objective, a five per cent annual growth in GNP, was 
achieved. This was a major accomplishment.... But this relatively high rate 
of growth in GNP did not bring satisfactory progress in the development. In the 
developing world, at the end of the decade: malnutrition is common, infant 
martality is high, life expectancy is low, illiteracy is widespread, unemployment 
is endemic and growing, and the redistribution of income and wealth is severely 
skewed.” Consequently, GNP cannot be said to be a perfect indicator of 
economic growth. 

Economist Mahbubul Haq of Pakistao, therefore, emphasises on the quality 
of the development process in these words: ‘‘The problem of development must 
be defined as a selective attack on the worst forms of poverty. Development 
goals must be defined in terms of progressive reduction and eventual elimination 
of malnutrition, disease, illiteracy, squalor, unemployment and inequalities. We 
were taught to take care of our GNP as this will take care of poverty. Let us 
reverse this and take of poverty as this will take care of the GNP. In other 
words, let us worry about the content of GNP even more than its rate of 
increase.” 5 


METHODS OF MEASURING NATIONAL INCOME IN INDIA 

Dr V.K.R.V. Rao was the first Indian economist who computed the national 
income of India in a scientific manner. He combined the product method with 
the income method to arrive at India’s national income for 1931-32. For this 
purpose, he divided the economy into three sectors. In the first sector, he includ¬ 
ed agriculture and allied activities like forests, mines, fisheries, hunting and 
pastures. He applied the product method to calculate the income of this sector. 
He included industry, transport, trade, domestic services, professions, and 
public services in the second sector. The third sector included property and 
other items which could not be included in the other two sectors. Dr Rao cal¬ 
culated the income of the second and third sectors by applying the income 
methed. He estimated the output of agriculture and allied activities at current 
prices and added it to the income from the other two sectors. To these was 
added net income from abroad in order to arrive at the national income esti¬ 
mates. Thus Dr Rao used a mixed method for computing India’s national 
Income. 

The first systematic official estimates of national income began to be made 
with the appointment of the National Income Committee in August 1949 con¬ 
sisting of Professors Nlahalanobis, D.R. Gadgil and V.K.R.V. Rao. The Com¬ 
mittee submitted its first report in April 1951 and the final report in February 
1954. In tne first report, it gave estimates of national income for the year 1948- 
49 along with the breakdowns of the estimated income. The total national in¬ 
come was analysed by industrial origin, the character of the enterpise, and the 
net output per engaged person in various occupations. The final report contained 

‘M. Haq, ‘•Employment and Income Distribution in the 1970s: Perspective,” Development 
Digest. October 1971. 
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estimates of national income for the years 1948-49, 1949-50 and 1950-51 both 

at current and constant prices. .. 

After the release of these two reports, the national income estimates of India 
have been prepared and published regularly by the Central Statistica Organ.- 
sation (CSO). This oranisation estimated India’s national income till 1964-00 
at both constant (1948 49) and current prices by using the concepts, statistical 
material and methodology as employed by the National Income Commitee. 
These estimates came to be known as the conventional series. 

The estimates of national income for the period 1948-49 through 1964-65 were 
obtained by combining the product and income methods. The product method 
was used to estimate the gross output from agriculture, animal husbandry, fish¬ 
eries, forests, mining, and factories. From the gross value of output was deduc¬ 
ted the value of raw materials used, service inputs and depreciation of assets in 
order to arrive at the net value of output. The income method was used to esti¬ 
mate the income of small enterprises, trade, transport, domestic services profes¬ 
sions, house properly and public services. This was calculated by multiplying 
the average net earnings per person by the total number of persons engaged in 
the respective sectors. 

Keeping in view the importance of natiooal income estimates for purposes ot 
planning, CSO introduced many methodological changes in the estimation of 
national income. Accordingly, it prepared "revised series 1 ' of national income at 
1960-61 prices and current prices for the period 1960-61 to 1964-6Mn 1967 
which were subsequently carried backward to 1950-51 and forward 10 ,Q7 j** 76 ' 
These estimates were further revised in 1976-77 at current prices and 19,0-71 

(constant) prices. Now these estimates computed by the CSO at both current 

and constant (1970-71) prices are made available from 1950 51 onwards for 

every year. , , . 

In perparing these estimates, the CSO follows the product and income 

methods. The product method is used in the commodity producing sectors like 

agriculture, forestry, fishing, raining etc., and manufacturing. In order to esti¬ 
mate the net output of these sectors, the value added approach is used. This 

approach has already been explained above. The income method is cmploxcd 
for computing income from tertiary or service sector such as banking, trans¬ 
port, trade, public services, etc. The procedure for calculation is to multiply 

per person average earnings by the number of people working in a profession. 

To the combined estimates so arrived at by using the product and income 
methods are added the estimates of net income from abroad. This gives the 
estimates of net national income or product. To arrive at the gross nat.ona 
product or income, depreciation value of assets is added to the net national 
product. 

DIFFICULTIES OF MEASURING NATIONAL INCOME IN INDIA 

No doubt India has made much progress in estimating the country's national 
income, yet national income data are incomplete and unreliable because ol cer¬ 
tain limitations. They are discussed below 
(a) There is a substantial non-monctizcd sector in India which makes the cal¬ 
culation of national income difficult. A great deal of what is produced in the 
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subsistence sector is either exchanged for other goods or is kept for personal 
consumption. This tends to understate the national income. 

(6) There is the lack of occupational specialization in the country which makes 
the calculation of national income by distributive shares or by industrial origin 
difficult. Besides the crop, farmers often produce a variety of products like eggs, 
milk, articles of clothing, etc. that are never included in the national income 
estimates. 

(c) In India people are mostly illiterate and do not keep any accounts, and 
even if they do, they are reluctant to disclose their correct income. In such a 
situation only rough estimates are possible. 

(d) National income estimates include only those goods and services which 
are commercially used. But in India people living in rural areas and manufactur¬ 
ing articles of consumption from rudimentary goods are able to avoid many 
expenses. They build their own huts, garments and other necessities. Thus relati¬ 
vely fewer goods are channelised through the market, and therefore are not 
included in the national income estimates. 

(e) The computation of national income in terms of money underestimates the 
real income. It does not include the real cost of producing an article, the effort 
or sacrifice of leisure foregone in the process of production. The income earned 
by two persons may be the same, but if one works for longer hours than the 
other, there is some justification in saying that the real income of the former is 
underestimated. Thus the national income does not take into account the actual 
cost of production of a commodity. 

(/) In calculating national income, a good number of public services arc also 
taken which cannot be estimated correctly. How should the police and military 
services be estimated? In the days of war, the forces are active, but during peace 
they rest in cantonements. Similarly, to estimate the contribution made to 
national income by profits earned on irrigation and power projects in terms of 
money is also a difficult problem. 

(g) Again, at the National Income Commitee Report pointed out, “The 
reduction of the numerous economic activities of the millions of people in a 
country to common denominator that permits quantitative measurements is 
clearly beset with intellectual difficulties. How does one add together the services 
of a street sweeper with those of the Prime Minister, the product of a village 
carpenter with that of a steel mill?** 

(h) National income is always measured in money, but there are a number of 
goods and services which are difficult to be assessed in terms of money, e.g paint¬ 
ing as a hobby by an individual, the bringing up of children by the mother. 
Similarly, when the owner of a firm gets married to his lady secretary, her 
services though a part of national income, are not included in it. By excluding 
alj such services from it, the national income,will work out to be less than what 
it actually is. 

(0 Income earned through illegal activities such as gambling, or illicit extrac¬ 
tion of wine, etc. is not included in national income. Such goods and services do 
have va'ue and meet the needs of consumers. But by leaving them out, the 
national income works out to less than the actual. 

( j) Another d fficulty in calculating national income is that of price changes 
which fail to keep stable the measuring rod of money for national income. 
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When the price level in the country rises, the national income also shows an 
increase even though the production might have fallen. On the conMary, 
fall in the price level, the national income shows a decline even though the pro 

?ua”on might have gone up. Thus due to price-changes the national mcome 
cannot be adequately measured. To solve this difficulty, stal'st.cianshav^ 

Since development is a continuous process and new p.oducts are faist comi g P 
in the country, the estimation of national income even at constant prices 

"^j BuuheTreaSsTdifficulty in the accurate estimation of 

sirssrsss zi «. ..^i- * 

able which understates the national.ncome fOnsumD ,j 0 n expenditure. 

Moreover, uptodate ^^ "mprehenMve^ ^ #f# n0 , ye , avai lable t0 

saving and investment ofthe rural a P m ethod India . Neither is 

estimate the national income by the expen 

there any machinery for their collection in this vast country. 

IMPORTANCE OF NATIONAL INCOME ANALYSIS IN INDIA 

National inootn, data a,a of m- —* ™± ““Ti S 

the national income data are regarded as accounts o * national 

known as social accounts. These rc er to' " c Socia( accounls lc |i u s how the 

expenditure, which ultimately equa c , nrmlucl rcsu || from the income of 
aggregates of a nation’s income, outpu an P ^ of inlcrnat ional 

different individuals, products of» d cach particular account can 

T .Ji ssr===.*722: -— 

social accounts, lhe “‘'f^Tbasi'sTf naLTpolicies such as employment 
National income data form, thei bas f lhe P direclion in which industrial 

atsrs'rssri™--- “* 
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to bring the economy to the right path. 

In the process of planning, the national income data are of great importance. 
For economic planning, it is essential that data pertaining to the country’s gross 
income, output, saving, consumption and investment from different sources 
should be available. Without these, it is difficult to plan for the future. National 
income data are also used by economists to build planning models of the 
economy. 

The national income data are also made use of by the research scholars of the 
country. They make use of the various data of the country’s input, output, 
income, saving, consumption, investment, employment etc., which a obtained 
from social accounts. 

National income data are significant for a country’s per capita income which 
reflects the economic welfare of the country. The higher the per capita income, 
the higher the economic welfare, and vice versa. 

National income statistics enable us to know about the distribution of income 
in India. From the data pertaining to wages, rent, interest and profits we learn 
about the disparities in incomes of differnt sections of the society. Similarly, 
the regional distribution of income is revealed by these data. It is only on the 
basis of these that the government can adopt measures to remove the inequali¬ 
ties in income distribution and to restore regional equilibrium. With a view to 
removing these personal and regional disequilibria, decisions to levy more taxes 
and increase public expenditure also rest on national income statistics. 

Further, as pointed out by the National Income Committee, “National income 
statistics provide a wide view of the country’s entire economy, as well as of the 
various groups in the population who participate as producers and income 
receivers and that, if available over a substantial period, they reveal clearly the 
basic changes in the country’s economy in the past and suggest, if not fully 
reveal, trends for the future.” 

Last but not the least, national income estimates help in comparing the level 
of progress of different countries. From a study of the national income figures of 
countries, it can be known which countries are developed and which the back¬ 
ward. For national income statistics reflect the growth rate of the country and 
the standard of living of the people. 

INDIA’S NATIONAL INCOME DURING THE PLANNING PERIOD 

The estimates of India’s national income both at current and constant prices 
are available in three scries. The first are conventional series based on 1948-49 
prices. The second are revised series based on 1960-61 prices. The third are new 
series based on 1970-71 prices. It is, therefore, better to analyse the trends of 
India’s national income during different Plans in terms of the New Series. 

Table 70.4 shows the estimates of net national income at current prices and 
constant prices (1970-71 = 100) along with their index numbers for the different 
Plan periods. 

The Table reveals that during the First Plan, 1950-51 to 1955-56, national 
income at current prices rose by about 5 per cent but it rose by 19.3 per cent at 
constant prices (1970-71 = 100). This large difference is due to two factors: one, 
prices did not rise much during 1950-51 to 1955-56; two, in 1970-71 prices were 
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much higher. Hence the computation of national income at 1970-71 prices shows 

inflated estimates. frnm 1955-56 onwards 

But the estimates of national income at cu " ent p . , xhjs is re flect- 

show that India's national income increased at a Uemendo ^ nauona , 

ed not only by the absolute figures but y ^ ^ continuously risiDg 

.«is. therefore, advisable to anal.se the 



1950 51 
1955-56 
1960-61 
1965-66 
1968-69 
1974-75 

1978- 79 

1979- 80 

1980- 81 

1981- 82 


8833 

9272 

13263 

20637 

28607 

59446 

81123 

88372 

106539 

121243 


16731 

19953 

24250 

27103 

30513 

36502 

46386 

43922 

47490 

49887 


100.0 

105.0 

150.2 

233.6 

323.9 

673.0 

918.4 

1000.5 

1206.1 

1372.6 


100.0 

119.3 
144.9 
162.0 

182.4 
218.2 

277.2 

262.5 
283.8 

298.2 


•Quick estimates. 

Source : Central Statistics Organisation. 

trends in nationa. income a. constant prices, because they reflect changes in real 

duction. But conditions, mproveddu nngj 968 69 .0 rcspecli . 

1978-79 when national income rose oy 19.0 per ccoi « 

vely over these plan periods. growth the year 1979 80 witnessed a 

to the record harvest 10 1978 ;' 9 nf , P jn 1978 . 79 . Owing to the poor 

— ••. 

severe bottleneck on production. m v recovered and 

jssr ■ - - - 

vious year. 


•G.O.I., Economic Survey , 1979-S0. 
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But the estimates of national income as shown in Table 70.4 do not reflect 
the true picture of the performance of the Indian economy. This is because the 
annual growth rates of national income even at constant prices (1970-71 = 100) 
have been varying considerable over the plan periods and have occasionally 
exceeded the targeted growth rates. This is revealed by Table 70.5 which shows 


Table 70.5. Annual Growth Rates of Net National Income 


P/onYear 

Targeted 

Actual at cons¬ 
tant Prices 
( 1970-71) 

First Plan Period 

2! 

3.6 

Second Plan Period 

2.5 

4.0 

Third Plan Period 

5.6 

2.2 

Three Annual Plans Period 

52 

4.0 

Fourth Plan Period 

5.7 

3.4 

Ffth Plan Period 

4.4 

5.2 


that except for the First Plan, Second Plan and Fifth Plan, the annual growth 
rates of national income at constant prices did not reach the targeted growth 
rates. Even the achieved growth rates did not touch the 5 per cent level except 
for the Fifth Plan. This shows that the growth of national income in India has 
been very unsatisfactory. 

If we compare India’s growth rate of national income with other low income 
countries, we find that Iodia does not compare favourably with even such 
countries as Burma, Sri Lanka, China, Pakistan and Indonesia, as shown in 
Table 70.6. 


Table 70.6. Average Annual Growth Rate of GDP 


Country 

1960-70 

1970-80 

India 

3.4 

3.6 

Bangladesh 

3.6 

3.9 

Burma 

26 

4.6 

Sri Lanka 

4.6 

4.1 

China 

5.2 

5.8 

Pakistan 

6.7 

4.7 

Tanzania 

6.0 

4.9 


Source: World Development Report, 198?. 

The Tabic reveals that during the two decades 1960-70 and 1970 80, India’s 
real GDP had been almost stationary at 3.5 per cent on the average. Moreover, 
it was lower than the majority of low income countries listed above. 

Tables 70.4 and 70.5 further reveal that India’s national income is not only 
low but has also been fluctuating considerably, sometimes rising and at other 
times declining. The main reason has been our dependence on agriculture which 
is still in a state of uncertainty. Whenever there is a set-back in agriculture due 
to unfavourable weather, there is a simultaneous set-back in industry. There have 


NATIONAL INCOME OF INDIA 645 


b«n acute storages of power, poor industrial relations, shortages in materials. 

and transport bottlenecks which have been responsible for the existence of 

idle capacity in industries. The overall impact of these factors has tended to 

keep the national income of the country at a low level. 

NATIONAL INCOME BY SECTORAL DISTRIBUTION 

»«»ot nf retributions of the various production sectors 

oi nei Vd.uc a floral distribution or by industrial origin. The 

known as ...non. mcom b e[) depending upon the level of 

amount contributed by **%£££ an unde[deve ,oped country like India. 

of the other '^Xy and .er.iary sectors is large and that of the pri- 

r'y'sectoTis very low. As the economy develops, there is shift away from the 

Z of the secondary a'nd K’secTors increases with economic development. 

Table 70.7. National Income by Sectoral Distribution at 
1970-71 Prices in Percentages 



1. Agriculture. forestry and 
logging, fishing, mining 
and quarrying 

2. Manufacturing construc¬ 
tion, electricity, gas and 
water supply 

3. Transport, communica¬ 
tions and trade 

4. Banking and insurance, 
real estate and ownership 
of dwellings and business 
services 

5. Public administration 
and defence and other 
services 

6. Net Domestic Product 
at factor cost 

7. Net Factor Income from 
abroad 

8. Net National Product 


19.8 

15.9 

4.9 

9.6 

100.8 


20.6 

17.3 

5 I 

10.7 

100.3 


( —) 0.8 (—) 0.3 

100.0 100.0 


21.8 

18.0 

5.7 

10.4 

100.1 

(—) 0.3 

100.0 


22.2 

19.0 

6.0 

11.9 

99.9 

+0.1 

100.0 


21.1 

18.4 

5.6 

1?.2 

99.8 

+0.2 

100.0 


Source: Central Statistical Organisation. 

services. 
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India’s national income by sectoral distribution is divided into six major 
groups. They are: (1) Agriculture, forestry and logging, fishing, mining and 
^uarryiDg. (2) Manufacturing, construction, electricity, gas and water supply. 
(3) Transport, communications and trade. (4) Banking and insurance, real estate 
and ownership of dwellings and business service. (5) Public administration and 
defence and other services. (6) Net factor income from abroad. The sum of 
income originating from groups (1) to (5) is the net domestic product or 
income. When net factor income from abroad (group 6) is added to the net 
domestic income, we get net national income. Sectors in group (1) refer to the 
primary sector, in group (2) the secondary sector, and in groups (3), (4) and 
(5) combined relate to the tertiary sector. The contribution of different sectors 
to India’s national income at constant prices (1970-71 = 100) is shown in Table 
70.7s 

The sectoral distribution of India’s national income as presented in Table 70.7 
reveals: 

\. The contribution of agriculture, forests, fishing, mining has been gradually 
declining over the years. The contribution of these activities in 1950-51 (at 1970- 
71 prices) was 61.5 per cent which declined to 56.7 per cent in 1960-61, to 50.6 
per cent in 1970 71, to 46.6 per cent by the end of the Fourth Plan (1974-75), to 
44.2 per cent by the end of the Fifth Plan (1978-79), to 40.8 per cent in the first 
year (1979-80) of the Sixth Plan and 42.5 per cent in the second year (1980-81) 
of the Plan. The decline in the contribution of the primary sector to India’s 
national income from the beginning of the First Plan to the beginning of the 
Sixth Plan by about 16 percentage points is a defioite sign of India’s march 
towards economic progress. 

2. The contribution of manufacturing, construction, electricity, gas and water 
supply to India’s national income has been gradually increasing. In 1950 51, it 
was 14.5 per cent at constant prices (1970-71 = 100). It rose to 17 per cent in 
1960-61 to 19.8 per cent in 1970-71, 20.6 per cent at the end of the Fourth Plan 
to 21.8 per cent at the end of the Fifth Plan, and to 22.2 per cent in the first 
year (1979-80) of the Sixth Plan. But declined marginally to 21.1 per cent in 
1980-81. However, the increase in the contribution of the secondary sector to 
India’s national income has been very slow since 1970-71. The main reasons for 
this trend have been erratic power generation, shortages of materials, and bad 
industrial relations leading to the presence of excess capacity in manufacturing, 
construction and other industries. 

3. The contribution of transport, communications and trade has also been in¬ 
creasing continuously. It rose from 10.6 percent in 1950-51 to 13.5 per cent in 
1960-60, to 15.9 per cent in 1970-71, to 17.3 per cent in 1974-75, to 18.0 per cent 
in 1978-79 and to 18.9 per cent in 1979-80. But the contribution of this sector to 
India’s national income was around 17 per cent between 1972-73 to 1977-78. 
Even during 1978-79 to 1980 81, its contribution increased only marginally. 
This was primarily because the performance of railways was unsatisfactory. In 
terms of tonnes originating of revenue earning traffic, the railways had reached 
the level of 196.8 million tonnes which rose marginally to 199.6 million tonnes 
in 1978-79, but declined to 195.9 million tonnes in 1980-81. Net tonne kilo¬ 
metres of traffic remained more or less stationary due to an offsetting increase 
in the average distance of traffic. Further, this sector failed to generate more 
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income because of the shortage of diesel and rising prices of petroleum products 

-*-> 

been increasing over the planning period. It .rose from 0.9 per centtin 195° 51 
1.3 per cent in 1960-61, to 4.9 per cent tn 1970-71, to 5.7 per cent in 1978 9 
to 6 per cent in 1979-80 and declined marginally to 5.6 per cent in 1980-81. 
This sector has been generating more income after the nationalisation of 14 

ba 5 k T/ie 'contribution of public administration, defence and other services to 
Indies national Income was 8 per cent in 1950-51 which rose to 9 per cent in 
1960 61 and then marginally to 9.5 per cent in 1970-71. Af |“ ,h !‘ 
around 10 per cent from 1972-73. to 1978-79, and then rose ,0 "- 9 per c '° ‘ n 
1979-80, and to 12.2 per cent in 1980-81. The principal reasons forthese 
ary trends first for the period 1950-51 to U 59-60, then for the decade 1960-61 
to .970-71, and finally for the period .971-72 to .978-79 had been the mere e 

in DA. and revision of grades of Government employees with the rise 

cost of living index, and in defence expenditure. . ( • , 1Kfrifll 

The above analysis of national income by sectoral distribution (or mdustna 
origin) reveals that agriculture and allied activities still occupy a ^dominant 
position in the structure of India's national income The coulrtbutioo of th.. 
sector to national income has been declining. But ,s 51,11 q “' ,eh ' g ^ f c‘® 32 
per cent, as compared with 27 per cent of Sr. Lanka. 31 per cent of China 32 

per cent of Pakistan, and 30 per cent of Indonesia in their 0 ] '£ 

incomes. On the other hand, the contribu.ionofthesecondarysectorolndia 

national income has remained low. It has faded 'V?'tYVoeTrea t an - 

thirty years of planning. 

REGIONAL DISTRIBUTION OF NATIONAL INCOME 

„ . . . A . rtr ,u .. t ; n n of India* national income is concerned, it 

are rich. There arc mter-and ntra-su P |q s(a , e The Net Domestic 

srrsr~ wi,hin ,he 

Benga 1 , Tamil Nadu, Andhra^'^"JJ^M.harashtra with a share of 
the Net Domestic Prodution (NDP > " p rol|owcd by U(tar Pradesh 

13.3 per cent was the highest contributor to he NDl cenl> 

with 10.2 pet cent, Wes, Bengal« ^Lr 6., percent, Karnataka 
Andhra Pradesh 7.3 per cent, Gujarat 6w! pc • Rajasthan 

5.6 per cent, Punjab 4.8 per cent, Mag* * ccn , P 0ri5Sa 2 . 5 per cent, 

3.6 per cent, Kerala 3.0 per cent. H V anJ Himacha , Pradesh 

Assam 2.3 per cent, Jammu & Kashmir U.y p 
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0.6 per cent. The contributions of Tripura and Manipur with 0.2 per cent and 
0.1 per cent respectively were the lowest. 

The principal reasons for the larger share in net national income of States like 
Maharashtra, Uttar Pradesh, West Bengal, Tamil Nadu, Andhra Pradesh and 
Gujarat are that they have a strong industrial base, and possess infrastructural 
facilities. On the other hand. States like Bihar, Karnataka, Madhya Pradesh, 



Source : Central Statistical Organisation. 


Rajasthan, Kerala, Haryana, etc. are still agriculture-oriented, lack in adequate 
infrastructural facilities and have a low level of industrialisation. 

But the average Annual Growth rates of NDP of the States at 1970-71 prices 
between 1970-71 and 1979-80 reveal that during this period the small states with 

lesser population pressures experienced high growth rates. With the exception 

of Gujarat which had the highest growth rate of State Domestic Product of 8.1 
percent, it was Jammu and Kashmir with 6.3 per cent, followed by Haryana 
5.3 per cent, Tripura 4.9 per cent and Manipur 4.6 per cent which had high 
growth rates of State Domestic Product, between 1970-71 and 1979 80. Some of 
the bigger states like Maharashtra (4.8 per cent), Punjab (4.8 per cent) and 
Tamil Nadu (4.1 percent) also had fairly satisfactory growth rates. West Bengal 
faired badly with growth rate of 2.1 per cent which was below the national 
growth rate of 2.9 per cent during the same period. Some of the States like 
Andhra Pradesh (3.2 per cent), Assam (3 per cent), Bihar (3 per cent), and 
Karnataka (2.9 per cent) either equalled or were just above the national average 
of 2.9 per cent. At the lowest level were Orissa with the growth rate of 1.4 per 
cent, Uttar Pradesh 1.0 percent, Rajasthan 0.5 per cent and Madhya Pradesh 
0.2 per cent which showed little increase in the growth rates of their state 
Domestic Products during the nine-year period. 8 

The above analysis of States’ share of NDP reveals that the contribution of 
richer states to national income continues to be large, being more than 50 per 
cent. However, the growth rates of state Domestic Product show that during the 
nine-jear period the smaller States’ incomes have increased at higher rate than 
that of the bigger states like West Bengal and Uttar Pradesh. These trends 
reflect that the country has failed to achieve balanced regional development. 


‘7 he Economic Times. 5 March 1982. 


Chapter 71 


SAVING, INVESTMENT AND GROWTH RATES 


I N the economic plans of India, the saving and investment rates are taken as 
percentage of the national income, and the overall growth rate of the economy 
is estimated as average percentage per year during the plan period. We analyse 
the trends of saving, investment and growth rates in this chapter. 

SAVINGS 


Much importance has been given to savings in India's plans for economic deve¬ 
lopment. This is because the rate of investment cannot be increased without 
increasing the rate of saving. Savings are an important source for meeting the 
financial resources of plans. In order to meet the financial resources of a plan, 
savings are mobilised from the following sources: 

1. Public savings which include budgetary savings and savings from public 
enterprises. 

2. Private corporate savings. 

3. Savings of non credit cooperative societies. 

4. Savings of finacial institutions which include Reserve Bank of India, 
scheduled banks, Government financial institutions, non-Governmcnt financial 
institutions and credit cooperative societies. 

5. Domestic savings include net financial assets. They are (a) increase in 
money, increase in deposits which include increase in the deposits of scheduled 
banks, cooperative societies, non-banking companies, term-lending institutions, 
and of private corporate financial institutions; ( b ) increase in the funds of LIC; 
(c) provident funds which include Central and State Government's provident 
funds, employees’ provident funds, and other provident funds; (d) corporate and 
cooperative shares and debentures along with units; (e) small savings, loans, 
deposits and miscellaneous Government liabilities; (/) net financial assets (after 
deducting financial liabilities) and physical or real assets. 

Table 71 .1 Saving and Investment (At Market Prices) _ 

Year Saving as per cent Investment as per cent Plan 

of NNP _ of NNP _ Period _ 

1950-51 5.5 

1955-56 7.0 

1960-61 9.3 

1965-66 11.2 

1968-69 9.5 

1973-74 15.0 

1978 79 19.7 

1984.85 (Estimated) 24.5 


5.5 

— 

7.3 

Fiiat 

12.7 

Second 

13.8 

Third 

10.8 

3-Annual 

15.7 

Fourth 

15.0 

Fifth 

25.1 

Sixth 
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Statistics about national income, saving and investment in India are incomplete 
and unsatisfactory. Different data relating to national income, saving and invest, 
ment are presented for the same year by the NCEAR, the Reserve Bank of India 
and the CSO. The reason is that these institutions use defferent concepts and 
methods for estimating these data. Table 71.1 shows data relating to saving and 
investment for the different plan periods as calculated by the CSO 

During the First Plan savings increased from 5.5 per cent in 1950-51 to 7 per 
cent in 1955-56 which increased to 9.3 per cent at the end of the Second Plan. 
Savings were estimated to rise to 11.5 per cent by the end of the Third Plan 
( 1965 - 66 ) but the actual rise was 11.2 per cent. During the first annual plan, 
savings increased from 11.2 per cent to 11.8 percent but they fell to 9.6 per cent 
and 9.5 per cent respectively in the second (1967-68) and the third annual (1968- 
69) Plans. The main causes of the decline in savings during these years were 
droughts and the existence of unutilised capacity in industries. During the 
Fourth Plan, savings were estimated to increase to 11.9 per cent but the actual 
increase was 15 per cent in 1973-74. Savings were estimated to rise to 15.9 per 
cent by the end of the Fifth Plan but the actual growth was 19.7 per cent in 
1978-79. For the Sixth Plan savings have been estimated to increase to 24.5 per 

cent by March 1985. . 

For data relating to savings by sources, we are dependent upon the estimates 
given by the Reserve Bank of India which are different from the figures given in 
Tabic 71.1. 


Table 71.2. Savings by Source as Percentage of NNP 


Year 

Government 

Corporate 

Household 

Plan 

1955-56 

1960-61 

1965-66 

1968-69 

1973-74 

1978-79 

1984-85* 

1.2 

1.6 

3.2 

2.0 

1.7 

3.2 

7.5 

0.5 

0.5 

0.4 

0.2 

0.3 

0.7 

2.0 

4.9 

6.5 

7.2 

6.7 

8.0 

12.9 

15.0 

First 

Second 

Third 

Fourth 

Fourth 

Fifth 

Sixth 

•Estimated as percentage of GNP. 


Table 71.2 reveals that the majority of savings in India are being done by the 
householder sector. Government institutions also make some contribution to the 
national savings while the contribution of the corporate sector has been negli¬ 
gible. Household savings continued to rise during the first three five-year Plans. 
They rose from 4.9 per cent to 6.5 per cent and to 7.2 per cent respectively. 
Similarly, Government savings increased from 1.2 per cent to 1.6 per cent and to 
3.2 per cent over the three five-year Plans. But savings if the three sectors dec¬ 
lined during the three Annual Plans due to droughts and decline in industrial 
production. Household savings increased from 6.7 per cent in 1968-69 to 8 per 

cent by the end of the Fifth Plan (1973-74), but Government savings declined 

from 2 per cent to 1.7 per cent over the same period. The main reason for this 
decline was the fall in the profits of public undertakings. The estimates of the 
planning Commission for the Fifth Plan reveal that Government, corporate, and 
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household savings increased considerably. They were 3.2 percent, 0.7 per cent 
and 12.9 per cent respectively in 1978-79. By the end of the Sixth Plan (1984-85) 
household savings are estimated to rise to 15 per cent while of the Government 
and corporate sectors are expected to increase to 7.5 per cent and 2 per cent 
respectively. 

This analysis of savings by source reveals that the majority of savings are made 
be the household sector which are 75 to 80 per cent of the total savings. These 
come from small savings and upper income families. The contribution of the 
non-Governraent corporate sector has been very low which points towards the 
low growth rate of industrial production. 

It is to be noted that the continuous increase in household savings, despite 
persistent inflationary pressures and steadily rising tax-income ratio, are the 
result of the spread of institutional infrastructure. The main supply line of 
household savings is the urban sector while there are few prosperous families 
in the rural sector in certain regions of each State. The emphasis on redistribu¬ 
tive measures is likely to lower the saving ratio in the future because the low 
income groups would consume more when their incomes increase with redistri¬ 
bution of income and the upper income groups would not reduce their con¬ 
sumption even when their incomes decline as a result of increase in tax rates. 
Even moving on the presumption that households would spend a lesser propor¬ 
tion of their disposable income on consumption, the Sixth Plan envisages a 
decline in the share of the household sector in total savings from 75.2 per cent 
in 1979 80 to 66.9 per cent in 1984-85. But increase in household income over 
the Plan period will lead to more consumption. Therefore, household savings 
will decline otherwise on account of inflationary pressures and increase in tax 
rates. The savings incentives provided in the Central budgets for 1981-82 and 
1982-83 to income-tax payers are not likely to increase savings much because a 
small percentage of the total population comes under the income-tax net. 

INVESTMENT 

The rate of investment in the Indian economy has been continuously rising over 
the Plan periods, as is apparent from Table 71.1. Investment as a percentage of 
NNP increased from 5.5 per cent in 1950-51 to 7.3 percent 1955-56. It was 
expected to rise to 10.7 per cent by the end of the Second Plan but the actual 
investment was higher, being 12.7 per cent. The target during the Third Plan 
was 14 to 15 per cent but the actual rate of investment was 13.8 per cent. With 
the decline in the rate of investment to 10.8 per cent in beginning of the Fourth 
Plan, it was fixed at 13.1 percent by the end of the Plan, 1973-74. But the 
actual investment was 15.7 percent of NNP. Consequently, a higher investment 
rate of 16.9 per cent was fixed for the Fifth Plan but only 15 per cent was 
attained actually. During the Sixth Plan, the investment rate is estimated to rise 
to 25.1 per cent. 

Table 71.1 further reveals that except for the Fifth Plan, the investment rate 
has been higher than the saving rate. The gap between saving-investment rates is 
being covered by foreign assistance, foreign exchange reserves and deficit 
financing. 
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GROWTH RATES 

The targets of growth rates of the economy fixed for the various plans in India 
have not been achieved except for the First, Second and Fifth Five Year plans, 
as is clear from Table 71.3. In the First plan, the growth rate of 3.6 per cent per 


Table 71.3. Estimated and Actual Growth Rates (At 1970-71 Prices) 


Plan Period 


First 

Second 

Third 

1966-67 to 1968-69 

Fourth 

Fifth 


Estimated 


Actual 


2.1 

2.5 

5.6 
5.2 

5.7 
4.4 


3.6 

4.0 

2.2 

4.0 

3.4 

5.2 


annum was achieved which was higher than the estimated growth rate of 2.1 per 
cent. During the Second Plan also, the actual growth rate was higher than the 
targeted growth rate. It was 4 per cent as against 2.5 per cent. In the Third plan 
the actual growth rate was much lower than the targeted, the former was 2.2 per 
cent against 5.6 per cent. Similarly, the three Annual Plans (1966-67 to 1968-69) 
achieved an average growth rate of 4 per cent against the targeted growth rate 
of 5.2 percent. The Filth Plan showed a much larger decline in the actual 
growth rate as compared to the estimated growth rate, the former was 3.4 per 
cent against the latter rate of 5.7 per cent. But the Fifth Plan achieved a higher 
growth rate of 5.2 per cent against the targeted growth rate of 4.4 per cent per 
annum. 

The principal causes of the growth rate being lower than 5 per cent per annum 
during the Plan periods have been (/) poor performance in the agricultural sec¬ 
tor; (Ji) underestimation of the expected time of the implementation and com¬ 
pletion of big irrigation and power projects; ( iii) overestimation about the effi¬ 
ciency of investment operations and production targets and profits in all sectors; 
and (iv) shortage of forcigu exchange and crises arising from inflationary pres¬ 
sures, supply constraints and transport bottlenecks. 
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have also been shortfalls in industrial production due to power shortages, scarci¬ 
ties of raw materials, transport bottlenecks, poor industrial relations, etc. At 
other times, there have been shortfalls in financial resources to fulfil the physical 
targets of a plan. These have led to inbalances and inconsistencies in physical 
and financial targets of plans, thereby leading to inflationary pressures and 
balance of payment difficulties. 

Mrs Barbara Wootten defined planning “as conscious and deliberate choice of 
economic priorities by some public authority.** Thus planning technique invol¬ 
ves determination of priorities. The planning authority has to decide whether 
priority is to be given to agricultural reorganisation or to rapid industrialisation, 
to heavy industries or light industries, or to power, transport and social over¬ 
heads. 

In the First Plan, the emphasis was to create the necessary economic and 
social overheads like power, transport, public health, education, etc. and to 
develop agriculture in order to create a solid base for industrialisation in the 
subsequent plans. But low priority was given to the development of industries 
and minerals on which only 6 per cent of the total outlay was spent. This led to 
serious shortages of industrial raw materials, foreign exchange, etc., and to rise 
in prices during the Second Plan. 

So in the Second Plan, 20 per cent of the total outlay was spent on the deve¬ 
lopment of industries and minerals. High priority to this sector was considered 
essential for building a strong capital base and to increase productive and tech¬ 
nical capacities within the economy. More emphasis was also laid on the deve¬ 
lopment of cottage and small industries to create larger employment opportu¬ 
nities. Investment in transport, agriculture and irrigation, and social services 
were also kept at a high level. But it was reduced on power from 13 per cent in 
the First Plan to 10 per cent in this Plan. 

The failure on the agricultural front and shortages of raw materials, power 
and consumer goods led to severe inflationary pressures and foreign exchange 
crisis during the Second Plan. This led to a broad based scheme of priorities and 
balanced pattern of investment in the Third Plan. The scheme of priorities em¬ 
phasised increase in agricultural production to achieve self-sufficiency in food- 
grains, to meet the requirements of industrialisation and exports; to expand 
basic industries; to utilise fully the manpower resources and to ecsure expansion 
of emplo>ment opportunities; and to bring about reduction in inequalities of 
income and wealth. 

The last year of the Third Plan experienced acute shortfalls in agricultural 
and industrial production. Agricultural production fell to the level of the begin¬ 
ning of the Third Plan. So in the Fourth Plan, highest priority (24 per cent) was 
given to agriculture and irrigation development, and the remaining sectors 
received almost uniform priority (19 per cent). The scheme of priorities in other 
sectors was designed to encourage dispersal of industries and increase employ¬ 
ment opportunities, to remove transport bottlenecks, to fully utilise installed 
power-generation capacity and to expedite the completion of existing projects; 
and to emphasise and spread of education, scientific research, family planning, 
water supply and sanitation schemes, etc. On the whole, priorities were so fixed 
as to maintain stability and progress towards self-sufficiency. 

The scheme of priorities in the Fifth Plan was in keeping with the twin objec- 
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model. On the presumption that maximum funds available for investment during 
the Plan would be Rs 5,600 crores, be allocated them to the capital goods sector, 
the factory produced consumer goods sector, the household (including products) 
consumer goods sector, and services producing sector. The model aimed at 
creating larger employment opportunities, building a strong capital base and 
increasing productive and technical capacities within the economy. 

The Third Plan was based almost on the same model as the Second Plan but 
there was greater inter industry consistency in its formulation. For this, the 
input-output technique was not actually employed by the Planning Commission. 
Prior to this, J. Sandee had constructed A Demonstration Planning Model for 
India by using the input-output technique. Similarly, Manne, Rudra and others 
built a consistency model for India’s Fourth Plan. It was a 30 sector consistency 
model based on the Leontief inter-industry “open" system. But the actual 
model of the Plan was not based on this consistency model. 

It was, however, the Fifth Five-Year Plan which was formulated on the basis 
of an input output model prepared by the Perspective Planning Division of the 
Indian Planning Commission. The model of the Plan was built at 1971-72 prices, 
the Draft Plan model at 1972-73 prices and the Final Plan model at 1974-75 
pries. It was a macro-economic 66-sector input-output model with a consump¬ 
tion sub model. The model estimated commodity-wise production levels by 
worrking out their supply demand balances through a series of material balance 
exercises and making them consistent with the sectoral growth rates obtained 
through input-output model. To cross-check production levels, some indepen¬ 
dent studies were also made at the micro-level for specific commodities. For 
purposes of form ulation of investment projects and production programmes, the 
projected growth rates were translated into physical targets. For certain items 
like coal, crude oil, iron ore, and cement which were taken ns independent 
sectors in the input-output model, the targets were worked out directly from the 
sectoral growth rates. In other cases, a detailed system of material balances and 
other planning exercises were employed. 

The use ofthe input-output technique has also been made in the formulation 
of the Sixth Plan. 

But the input-output models do not provide solutions for the best combination 
of s:toral outputs or optimal combinations of techniques of production in each 
of the sectors. The important problems in economic planning are the allocation 
of scarce resources among competing sectors, and within each sector, there is a 
choice between providing the required output either by domestic production or 
by imports and it is necessary to find the optimum pattern of import substitu¬ 
tion. The linear programming models provide the necessary extension of the 
consistency models of the input-output variety to optimisation criteria. Given 
the objective of maximisation of income or employment, the linear programm¬ 
ing models provide optimal solutions for combinations among sectors of 
techniques, including optimal combinations of domestic production and imports 
in each sector. 2 The planning authority is faced with certain constraints such as 
lack of sufficient capital and machinery, growing population, etc. The input- 


*Nurul Islam, -The Re’evancc of Development Models to Economic Planning”. 
Uulletin for Asia and (he Far East, lune-Septembcr 1970. 


Econo mio 


TECHNIQUES AND METHODOLOGY OF PLANNING IN INDIA 657 
output mode, do cot take into 

stipulated growth rates of mcorae and p P Co uenlly# t he Indiau 
Rw Ye^Ptan s h ha V v a eno! beenable to remove unemployment, reduce inequali- 

planning. 


Chapter 73 

PLANNED GROWTH WITH SOCIAL JUSTICE 


INTRODUCTION 


/“OBJECTIVES of economic plans in the developing countries in the 1950s 
^ stressed the increase in growth rates. By the end of the 1960s and the begin¬ 
ning of the 1970s, economists began to realise that planned growth in such 
economies had failed to bring social justice. They found that emphasis on the 
growth rates had increased poverty, inequality of income and wealth, and un¬ 
employment, instead of reducing them. Economist Mahbubul Haq of Pakistan 
wrote in this connection in 1971: "Development goals must be defined in terms 
of progressive reduction and eventual elimination of malnutrition, disease, 
illiteracy, squalor, unemployment and inequalities. We were taught to take care 
of our GNP as this will take care of poverty. Let us reverse this and take care of 
poverty as this will take care of the GNP. In other words, let us worry about 
content of GNP even more than its rate of increase." 1 Thus the very idea of 
growth without social justice has been called into question by economists and 
policy makers. They hold that development strategy should be oriented toward 
greater social justice. Economic development should aim at maximising the 
growth of GNP and at the same time eradicate poverty, reduce disparities of 
income and wealth, and creat larger economic opportunities. 

The question whether social justice has to be sacrificed for large growth, or is 
it possible to achieve social justice along with growth, has already been discus¬ 
sed under Growth vs Equality in Chapter 68. 

In the present chapter, we discuss problems of growth with social justice along 
with their remedies in the Indian context. Growth with social justice or distribu¬ 
tive justice means that planning should lead to greater equality in income and 
wealth; there should be progressive reduction of concentration of income, wealth 
and economic powers; and benefits of economic growth should accrue more and 
more to the relatively less privileged class of society. 

INDIAN PLANS AND GROWTH WITH SOCIAL JUSTICE 


The question arises how far our plans have achieved economic growth with 
social justice. 

The Five-Year Plan was a preparatory and transitional plan. So it did not 

lay down any objective for achieving growth with social justice. It was the 
Second Plan which aimed to secure to the greatest extent possible opportunities 
for weaker and unprivileged sections of the people. The Plan had the broad 

Ul H ^; Em ^ y T nt and InCOmc Dis,ribution in ihe 1970s: A New Perspec¬ 
tive, Development Digest, October 1971. ^ 
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quality of life of the people io general with special reference to the economically 
and socially handicapped population through the Minimum Needs Programme; 
strengthening the redistributive bias of public policies and services in favour of 
the poor thereby contributing to a reduction in inequalities of income and 
wealth; a progressive reduction in regional inequalities and promoting policies 
for controlling the growth of population. For removing poverty, the Plan relies 
on the Integrated Rural Development Programme, and the National Rural 
Employment Programme. 

The above resume reveals that every five year Plan in India from the Second 
Plan onwards has been emphasising the objectives of planned growth and social 
justice and also suggesting measurs to achieve this. But empirical evidence2 has 
shown that inequalities of income and wealth, poverty, unemployment and regi¬ 
onal inequalities have increased instead of diminishing over the Plan periods. 
Thus Indian Plans have failed to achieve growth with social justice. The follow¬ 
ing have been the difficulties which have stood in the way of achieving these 
two objectives. 

Difficulties in Achieving Growth with Social Justice 

Since poverty, unemployment and inequalities are not only the cause also the 
effect of each other, their speread during the period of planned economic growth 
has made it difficult to achieve these objectives. 

Available data reveal that 51 per cent of the Indian population was living 
below the poverty line in 1972-73, and their percentage fell to 48.44 per cent in 
1979-80. But this fall is insignificant keeping in view the fact that 50.7 per cent 
of the rural population in 1979-80 was still below the poverty line. This makes 
mockery of reduction in the number of people below the poverty line. Poverty 
is reflected in low consumption levels, low per capita income and low standard 
of living with people suffering from hunger, malnutrition, and chronic and de¬ 
bilitating diseases. Thus poverty is still the bane of the majority of population in 
India. This has prevented the achievement of growth with social justice. 

Another problem is that of increasing unemployment in India with every five 
year Plan. There were 3.3 million unemployed persons at the beginning of the 
First Plan, and their number had increased to 13.6 millions at the beginning of 
the Fifth Plan. Similarly, the number of educated unemployed had increased 
from 0.6 million in 1961 to 7.2 million in 1980. Unemployment is closely related 
to poverty. This has been revealed by the 32nd NSS. On the basis of per month 
per capita expenditure, it has been found that persons with per capita expendi¬ 
ture of less than Rs .l 1 per month have unemployment rate of 22.4 per cent in 
rural India and 29.2 per cent in urban India. As per capita expenditure increases 
with the increase in income, the inciJcnce of poverty declines. For instance, in 
the per capita expenditure group of Rs 100 per month, the unemployment rate 
is 3.2 per cent in rural areas and 4.9 per cent in nrban areas. This shows that 
with 50 per cent of people below the poverty line, the unemployment rate has 
been quite high in India. Thus the problem of unemploymeni has prevented the 
achievement of growth with social justice. 


•For empirical evidence on inequalities, poverty, unemployment and regional inequalities 
cr to data from various reports and studies given in Chapters 66 to 69. 
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While in urban India, the few business houses which possess majority capital 
have multiplied their wealth manifold, Dandekar and Rath pointed out in 
Poverty in India that in the face of economic forces operating in an economy 
with private ownership of the means of production, inequalities are bound to 
persist. 

Again, the use of capital-intensive techniques in both rural and urban sectors 
had led to greater distributive injustice because it had deprived the masses of 
larger and gainful employment opportunities. 

Besides, fiscal and monetary policies of the Government have prevented the 
achievement of growth with social justice in India. 

The taxation policies of Central and State Governments have increased 
inequalities of income and wealth. There has been a greater reliance on indirect 
taxes as against direct taxes. In 1950-51, direct taxes of the Centre, States and 
Union Territories in India were 37 per cent of total tax revenue which fell to 17 
per cent in 1981-82. On the other hand, the share of indirect taxes rose from 63 
per cent in 1950-51 to 83 per cent in 1981-82. Thus indirect taxes have been on 
the increase from the beginning of the planning era in India. Consequently, the 
loVer middle income group and poorer sections of the society are being reduced 
to object poverty under the pressure of ever mounting indirect taxes. On the 
other hand, the share of direct taxes has been on the upper middle and higher 
income groups, they are becoming better off. Thus the regressive and inequitable 
tax structure in India has led to distributive injustice. 

Again, there has been widespread tax evasion on the part of the upper middle 
and higher income groups who have been amassing wealth through black money 
thereby becoming richer. Tax evasion is attributed to certain defects in the 
taxation policy of the Government. They are high rates of income and corporate 
taxes, undue restrictions on entertainment expenses, advertisement, travel, etc. 
by business concerns, and high rates of sales taxation. Moreover, businessmen 
in India follow corrupt business practice such as concealment of non-taxed agri¬ 
cultural incomes, etc. There are also many loopholes in the taxation laws and 
the tax enforcement machinery is also inffective in finding out the methods of 
tax evasion being followed by the business community in India. 

Recently, the Government’s policy to mop up black money by issuing Special 
Bearer Bonds was a step towards ligalisation of tax evasion and black money. 
The Government of Iodia issued Bonds for sale from 2 February 1981 to 30 
April 1981 and again from 1 December 1981 to 9 January 1982. The Bonds, 
issued at par, had a face value of Rs 10,000 and a maturity period of 10 years. 
On maturity these bonds are redeemable at Rs 12,000 per Bond. “The holders 
of such bonds are assured immunity from disclosing the source of money and 
the value of the Bonds is exempt from Wealth Tax. The transfer of bonds will 
also not attract capital gains and gift taxes and their premium income on 
redemption would be free from income tax.” 4 Such a measure is highly inequit¬ 
able and unjustified. 

Further, people with higher incomes and wealth are granted so many tax 
concessions that they have to pay very little as tax. For instance in the Budget 
for 1982-83, income tax exemptions for investment in Government securities, 


4 Givcrnment of India, Economic Survey , 1981-82. 
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*Tne Economic Times, l March 1982. 
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higher incomes and amassing wealth. The causes for this are the fiscal and 
monetary policies of the Government, such as too much dependence on indirect 
taxes, deficit finance, increase in money supply, increase in development expendi¬ 
ture of the Centre and States, huge investment in long-run projects, etc. 

Thus fiscal and monetary policies along with other factors noted above have 
failed in achieving growth with social justice. 6 


' , or achi " f "" h S.v ,:l Juiiice, refer to Policy Measure imho 

dupier cn Lconomic Inequalities in India. 


Chapter 74 

PLANNING MACHINERY IN INDIA 


T HE Planning Commission was set up on 15 March 1950 by a Resolution of 
the Government of India under the Chairmanship of Pandit Jawaharlal 
Nehru to prepaie a plan for the “most effective and balanced utilisation of the 
country’s resources.” It has the responsibility of preparing economic plans, 
making recommendations on economic and social goals, policies and institu¬ 
tions, and making appraisals of the progress of various schemes under the plan. 
It is an advisory body which is not responsible for the execution of development 
programmes. 

FUNCTIONS OF THE PLANNING COMMISSION 


The Planning Commission performs the following functions: 

1. To make an assessment of the material, capital and human resources of 

the country, and to find out the possibilities of increasing such resources as are 

deficient in relation to the requirements of the country. 

2. To formulate a plan for the most effective and balanced utilisation of the 
country’s resources. 

3. To lay down the stages in which the plan should be carried out and to 
recommend the allocation of resources for the completion of each stage on the 


basis of priorities. . . . . nnA 

4. To point out the factors which tend to retard economic development, anti 
determine the conditions which should be established for the successful execu¬ 
tion of the plan, keeping in view the current social and political situation. 

5. To determine the nature of the machinery which will be necessary for 
achieving the successful implementation of each stage of the plan in all its 

^(S^To appraise from time to time the progress made in the execution of each 
stage of the plan and to recommend the adjustments of policy and measures 

that such appraisal may show to be nccessar). . . , . 

7 To make such interim or ancillary recommendations as might be pp 
priate after considering the prevailing economic conditions, current pol.c.es, 
measures and development programmes or for fac.litatmg the discharge of duties 

BS 8 8 To Ixaraine such specific problems as may be referred to it for advice by 


Central and State Governments. 

Thus the Planning Commission is essentially as 
tions being to advise the Government of India in 
and development. 


staff agency, its main func- 
matters pertaining to planning 
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ADMINISTRATIVE ORGANISATION 

The Planning Commission is a mulli-mcmber body which includes five full time 
members and a few part lime members who are important Cabinet Ministers. 
Full time members are eminent men, administrators and technical experts. They 
hold the rank of a Minister. 1 he Prime Minister of India has been the Chairman 
of the Planning Commission since its inception. This has added considerably to 
the prestige c f the Commission and has helped in its coordinating functions. As 
its Chairman, the Prime Minister has given direction on all major issues relating 
to planning in India. 

During 1952-53 and 1960-63, the Minister of Planning of the Government of 
India was also the Deputy Chairman of the Planning Commission. On the 
recommendations of the Administrative Reforms Commission in 1967, the Plan¬ 
ning Commission was reconstituted. Now it consists of the Prime Minister as 
the Chairman, a full time Deputy Chairmani and four full time members, and 
some Cabinet Ministers as part time members. There is a secretary to the Com¬ 
mission. There is also an additional secretary who is inchargc of administration 
and coordination within the Commission. In addition, there are some senior 
officer' in the ranks of deputy secretaries and under secretaries who watcli the 
progress of different programmes in the States. 

The Planning Commission works as a collective body and has a collective res¬ 
ponsibility, but for convenience each member has been given change of a group 
of divisions or subjects. The Deputy Chairman is inchargc of plan coordination, 
plan evaluation, administration and servicing, and subjects under economic 
division. The other full-time members arc inchargc of one each of the four 
following groups: industry, labour, transport and power groups; agriculture and 
rural development group; perspective planning groups; and education, scientific 
research and social services group. 

Divisions 

I he Planning Commission has been divided into a number of sections or divi¬ 
sions from the internal organisational viewpoint. These divisions have under¬ 
gone main charges with the passage of time. The following divisions exist at 
present. 

General Divisions. There are *«i\ general divisions within the Planning 
Commission. They are: (!) I'conrmic Division with five sub-sections for finan¬ 
cial resources, economic policy and growth, international trade and develop¬ 
ment. price policy, and inter-industry studies. (2) Perspective Planning Division. 
(3) I abourar.d Pmpioy mem Division. (4> Statistics and Surveys Division which 
in an integral part of the Central Statist cal Organisation. (5) Resources and 
Scientific Research D.vision. (6) Organisation ar.d Administration Division. 

Subjects Divisions There are ten subjects division at present. 1 hey are: 
ih Agriculture Division which also includes Cooperation and Community 
Development. (2) Irrigation anj Power Division. (3) Land Reforms Division. 
( ti Industries. Minerals and Public I m. rpriscs Division. (5) Village and small 
Indii'irics DiviMon.ifo I ran-port and Communications Division. Lducation 
D • n. i s i I lea ti, and lainiiv Welfare D.vision. (9) Housing and Urban 


I i lac p 


:a: Omatission, thcic is :;o post of the Deputy Chairman. 
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Development Division. (10) Social Welfare Division including Welfare of Back¬ 
ward Classes. . rum 

Coordination Divisions. There are two coordination divisions of the Plan¬ 
ning Commission. First, there is the Programme Administrative Division which 
coordinates and follows up the plans of States and gives advice to them. It also 
studies progress of the development aid given by the Centre to the States and 
suggests measures for the implementation of the various development pro¬ 
grammes. Second, there is the Plan Coordination Division which coordinates 
the working of the various divisions of the Planning Commission. There is also 
a General Coordination Section which coordinates the work of the meetings of 
the Commission. Both these divisions work under separate directors. 

Special Development Programme Division. This is sub divided into 
Rural Works Division and Public Coordination Division. The former is con¬ 
cerned with local development works involving self-help at the local level and 

the rural works programme for the better utilisation of rural manpower 
resources. The latter is concerned with special programmes for enlisting public 
cooperation in national development. 

Evaluation Divisions. The Planning Commission has two important 
divisions relating to the evaluation of programmes and projects of a plan. First, 
there is the Project Appraisal Division. It is a very powerful division which acts 
as a Secretariat of the Public Investment Board. It also helps the various 
Ministries in examining alternative projects and the feasibility and potentiality 
of projects. The second is the Evaluation Division which evaluates the various 
programmes in a plan. This division has the Programme Evaluation Organisa¬ 
tion which was specifically set up to evaluate the working of Community Deve¬ 
lopment Programme. Now it is entrusted with the evaluation of rural develop¬ 
ment programmes. 


Other Bodies . . . 

There are number of other bodies associated with the formulation and imple¬ 
mentation of a plan. They are explained as under. 

National Planning Council. It was in February 1965 that the Planning 
Commission constituted a National Planning Council to help the former in 
formulating the Fourth Plan. The Council included scientists, engineers, econo- 
mists and other experts. The Council set up 12 study groups for detailed const- 
deration of selected problems relating to the main sectors of deve opment m the 
Fourth Plan. These groups related to (I) Irrigation and Power. (2) Management 
<3) Agriculture and Land Reforms (4) Education. (5) Scientific Research. ( ) 
Labour. Employment and Social Welfare. (7) Industry and Minerals. <8 Trans¬ 
port. (9) Family Planning. (10) Manpower Planning. (II) International Trade. 
(12) Natural Resources. They were asked to submit their reports to the Plann g 

Commission within two years. Such groups are constituted at the lime of the 

formulation of every plan whenever a National Planning Council is set up. 

National Development Council. India has a federal constitution. It s. 
therefore, important that there should be close cooperation between the Man¬ 
ning Commission and the States. This coordination is achieved through the 
National Development Council which is composed of the Prime Minister. C uet 
Ministers of all the States and members of the Planning Commission. Ministers 



668 THE ECONOMICS OP DEVELOPMENT AND PLANNING 


of the Central Government also participate in its meetings. The Council makes 
recommendations to the Central as well as State Governments. 

The main functions of the National Development Council are: (1) to review 
the w orking of the national plan from time to time; (2) to consider important 
questions of social and economic policy affecting national development; (3) to 
recommend measures for the achievement of aims and targets of the national 
plan; (4) to secure the active participation and cooperation of the people; (5) to 
improve the efficiency of the administrative services; (6) to ensure the fullest 
development of the less developed regions and sections of the community; and 
(7) to build up resources for national development. 

The National Development Council is a consulative body and has no statutory 
authority. It meets only twice at the time of the approval of a plan. 

Research Programmes Committee. The Research Programmes Com¬ 
mittee has been set up under the Planning Commission since the First Five-Year 
Plan. The Committee consists of leading economists and research scientists. It 
initiates research projects through universities and research institutes for the 
investigation and study of economic, social and administrative aspects of deve¬ 
lopment. For all this, it gives financial assistance. Some of the institutions which 
carry on research on behalf of the Committee are Indian Statistical Institute, 
National Council of Applied Economic Research, Institute of Economic 
Growth, Institute of Applied Manpower Research, Indian Council of Social 
Sciences Research, etc. 

Advisory Bodies. The Planning Commission is also assisted by a number of 
advisory bodies or experts. They give advice on different aspects of development 
programmes. They relate to irrigation, flood control, and power projects, agri¬ 
culture, land reforms, education, housing, regional development, etc. The 
Commission has at present 18 advisers as compared with 3 in 1952. Besides, 
there arc the Consultative Committee of Members of Parliament for the Plan¬ 
ning Commission and the Prime Minister's Informal Censultative Committee 
for Planning. The Planning Commission also holds discussions with representa¬ 
tives of trade and industry before and after the formulation of the Plan, as with 
Indian Chambers of Commerce aod Industry, All India Manufacturers* 
Organisation, etc. 

Associated Bodies. Besides, there are certain associated bodies which help 
in the formulation of a plan. They are the various Central Ministries, Economic 
Division of the Reserve Bank of India, Central Statistical Organisation, etc. For 
instance, the CSO help by collecting data and calculating statistical information 
for the formulation and evaluation of a plan. 

Working Groups. The Planning Commission also appoints working groups 
at the time of the formulation of a plan. These working groups relate of agri¬ 
culture, fuel, fertilisers, resources, general education, industrial machinery, etc. 
The reports of these working groups form the basic meterial for the formulation 
of a plan. There were 21 working groups at the time of the formulation of the 
Sixth Five-Year Plan. 

A Critical Appraisal of the Working of the Planning Machinery 

The Planning Commission occupies a unique position as a Government organi¬ 
sation. It is a staff agency of the Government of India which has been entrusted 
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with the task of formulating national economic plans. Although it does not have 
either a constitution or siatutoiy authority, yet it wields great power in formu¬ 
lating and influencing Government policies and programmes. It also coordinates 
policies and programmes originating from other Government agencies. 

The vast planning machinery evolved by the Planning Commission over the 

years has been successful in a number of ways. t . 

The various Plans formulated by the Planning Commission have significantly 
transformed the Indian economy from a stagnant to a developing state, here 
has been all round progress. Agriculture has been revolutionised. Industry has 
been tremendously developed. Scientific and technological talent has crossed 
national boundaries. Infrastructural facilities have spread throughout the 


It is a major contribution of the Commission that it has kept a large share o 
investment go into infrastructure which otherwise might not have gone. But for 
the Commission’s intervention in sectoral allocations, particularly between agri¬ 
culture and industrial infrastructure, there would be far greater sectoral im¬ 
balances in our economy. ... r'.AnW fW 

The Planning Commission has been instrumental in creating the Gadgil for 
inula for the development of backward states. Through this formula it has tilted 
per capita plan expenditure in favour of the backward Stales to enable them to 
undertake development plans on more rational basis. 2 

Another important contribution made by the Planning Commission has been 
•he setting up of machinery for evaluating and appraising plan programmes and 
projects. Its Evaluation Division and Project Appraisal Division and the Pro¬ 
gramme Evaluation Organisation of the former division have been ex.min ng 

projects and programmes and their feasibility and potentiality. Earlier, the 
Committee on Plan Projects had done a lot in this connection. f 

The Planning Commission is also credited with introducing «he p act.ce of 
preparing and publishing reviews relating to the progress achieved during the 
plan period. Though this practice of publishing mid term reviews of y 
plans has been discontinued since 1960, yet every five year plan presents a brief 

review of what has happened previously. _ , oward 

A singular contribution has been made by the Planning Commission 
encouraging research in social sciences through the Research P'0gra"mi«$ 
Committee This Committee has encouraged the development of research cent 

and research on development problems through them. , 

Inspite of these achievements, the Planning Commission has been severely 

criticised on the following grounds. nonunion of 

1. The Commission is not a statutory body. It was created by * 
the Union Cabinet on 15 March 1950. But it wields u» >m,ted powers^ Hs cntic 
describe it as a “parallel cabinet”, "the fifth wheel of the coach , and a supe 
cabinet.” It is an advisory body possessing no legal status^ But its suggestio 

to Central Ministries and State Governments are in ' k ro ra 0 ° JC S 5 
they have to carry out. This is because they are considered to be the decisions 

of the Central Cabinet. Even the recommendations made by a statutory body 


•G.D. Scihi. "Limited but Crucial Role of Planning Commission." 
2 January 1982. 


The Economic Times, 
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like the Finance Commission are changed by the Central Cabinet on the advice 
of the Planning Commission. 

2. Critics point out that the planning machinery in India is politically moti¬ 
vated. Some call it “politics of planning.” Whenever a new Government assumes 
office at the Centre, it reorganises the entire commission. The Deputy Chair¬ 
man, the full time members and part time members of the commission are 
appointed by the new Government. Thus the Commission becomes politically 
biased. But this criticism is unfounded because the Government has to carry 
out its economic policies which it unfolds to the electorate at the time of 
elections and wins on that basis. It is, therefore, essential to have such members 
on the Commission who formulate such policies in the national plan. Prof. 
Paranjape3 points out in this connection that the five-year plan documents or 
at least their drafts were prepared and published before the five yearly general 
elections of 1951, 1956 and 1961. But one cannot find fault with this. “To some 
extent, especially when the ruling Congress party was almost unchallenged in its 
way, the plan documents being used in this way were perhaps useful to create 
greater awareness among political workers, and at least some of the voters, of 
economic development and related problems as one of the important aspects of 
governance in India.” 

3. One of the serious criticisms of the Planniog Commission is that the States 
have no say in the formulation of national plans or in the formation of the 
Commission or in its day to day working. It is a body which is entirely under 
the Union Cabinet. This goes against the very principle of a federal government. 
The only forum at which the State Governments are consulted, is the National 
Development Council which consists of ths Chief Ministers of States, the Prime 
Minister, the members of the Planning Commission and some Central Ministers. 
But the Council meets only once or twice to approve the draft plan prepared by 
the Planning Commission. “The meetings of the Council are more or less ritua¬ 
listic except for some representatives raising a chorus of demands for more 
Central assistance for their plan projects, and also suggesting relative increases 
in the resources made available to their own States.” Thus the National Deve¬ 
lopment Council is a forum for discussion and it docs not possess any formal or 
legal authority. So the States have no say in the formulation of the national 
plan except that they are asked to submit their plans concerning them. But it is 
not obligatory for the Planning Commission to accept them. There is, however, 
another side of the picture. Some of the States ruled by the opposition parties 
adopt a dog in the manger policy. They do not excute the plan the way they 
are expected to do. They also do not like any guidance from the Commission 
and consider it as an infringement on their autonomy. 

4. The Planning Commission is criticised for its defective procedure of giving 
financial assistance and grants to the States. Its method of giving matching 
grants is unsatisfactory because those States which inflate the figures of their 
investment plans and those having greater political influence are able to secure 
larger financial assistance. Thus the Planning Commission’s procedure of allo¬ 
cating development funds to the States is defective. 

5. The Planning Commission being a non-statutory body has no responsibility 


•U.K. Paianjape, “Machinery for Planned Development,” Ibid. 
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Others u- the Planning as a convenient scapegoat for .her own fa,lure, si,II 
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nues to be spasmodic. 

•A.N. Prabhu. "Reporting Commission down the Memory Lane, The Economic Times, 

3 *v!K?R. V.^Rao, -A Comprehensive Education." IhnL 

•Ishwar Dayat. -Planning Commission" The Economic Times. -5 July 
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11. Further, there is no organisation either at the Centre or in the States for 
systematic monitoring of the progress of programmes and projects. The Plan¬ 
ning Commission reviewed the mid-term progress of the first two Five-Year 
Plans. But it stopped this exercise for the subsequent Plans. The lack of syste¬ 
matic reviewing and the failure to bring about timely adjustments in important 
projects and programmes, and also in the aggregate plans, have led to non- 
fulfilment of the objectives and targets. 

Suggestions 

The Administrative Reforms Commission in April 1967 and a number of 
economists and experts associated with the Planning Commission have given 
suggestions to improve its functioning. 

The Planning Commission should be made a statutory independent body with 
whole time members with fixed tenure. But “it should function less like a bloated 
Central Government department, and more like a real Planning Body, which 
draws up Plans in terms of priorities, balances and coordination for achieving 

a set series of objectives-The detailed work of... implementation should 

vest with the Central Ministries and State Governments."? 

After formulating the plan, major work of the Planning Commission should 
be to monitor, review and evaluate implementation of the plan and suggest 
modifications in the light of actual results. 

‘‘It is also important that the Planning Commission should have a machinery 
to see that the projects coming before them are properly formulated both in 
terms of financial outlays and time schedules and also in terms of coordination 
in time and space of the different projects."® 

The Planning Commission should re-establish contacts with experts from 
various fields for advice on different aspect of planniog. There should be greater 
involvement of academics, scientists social scientists, professionals from industry 
and trade, members from other political parties and Members of Parliament. 

Prof. V.K.R. V. Rao suggests that the Planning Commission should be freed 
from having its approval to all sorts of small and minor projects. 

Further, the Planning Commission should concern itself with development 
grants to the States and should not interfere with the non-development grants 
recommended by the Finance Commission to the States. 

Last but not the least, the State Governments should establish statutory inde¬ 
pendent Planning Boards on the lines of the Planning Commission. They should 
have whole time members with fixed tenure, who should be entrusted with the 
task of preparing and reviewing State Plans for the benefit of the Planning Com¬ 
mission. The planning process at the State level “should be spread downward to 
the district and taluk levels and carried out in a manner that would assure atten¬ 
tion to local needs, local resources and local contracts ond also evoke local 
participation.” 


T V K.R.V. Rao. op. cit. 
'Ibid. 
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PUBLIC SECTOR IN INDIA 


NEED AND OBJECTIVES 

‘TIIIRI IC sector plays an important role in accelerating the development of 
Punderdveloped countries. In such economies, the private sectortsengagd 

,h, p„,d„ t j7r. few — 

tsjzssi sc - w-gasts 

state which in capable of making huge investments .0 esMbl shtng P“ bbc 
enterprises. The public secior can be extended over a w,de range of econom c 
activities that tend to accelerate development. The .mportance of the p 

sector lies in fulfilling the following objectives 

To Provide Public Utilities. The establishment of P ubl,c “ wa(er 

takings in the fields of road, sea and air transport, railways, elec ri y. 

tries need to develop and conserve their natural,source!a I un . 

Stltwl or tn'isutHisetfbypriwMe'enterprise.^heeswblishment^if^pubhc^ under- 
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imports of industrial raw material thereby sa""6 * order to accc leratc the 
rate°ofVc^iomi^dcvelopmenMhc crtablishmcn^of basic and key^ndustrie^hko 

place. The development of basic and key , basjc and intermediate 

dispenses with the imports °[ machl "*^ the path of self-sustained growth. 

goods and ultimately leads the econo y h p invcstmellIS in economic 

in establishing public undertakings 
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create the necessary conditions for the expansion of the private sector. The for¬ 
mation of public undertakings like financial corporations, investment trusts, 
state banks, etc. helps in providing direct financial assistance by way of loan and 
credits to the private sector in the fields of industry and agriculture. 

To Remove Exploitation in Trade. Small producers in underdeveloped 
countries suffer from the lack of marketing organisation and intelligence. They 
are exploited by the intermediaries and are not given remunerative prices for 
their products. The state can remove this exploitation by establishing public 
undertakings in the field of internal and external trade. When the producers 
receive fair prices for their products they will tend to increase production. 
Moreover, reasonable profits accruing to state trading corporations will be 
siphoned off to the treasury for investment in productive channels. 

Indirect Benefits. Besides, the public sector leads to a number of indirect 
beneGts which help the development of the economy. In underdeveloped count¬ 
ries unemployment is widespread. The setting up of public enterprises in diffe¬ 
rent fields of economic activity leads to the employment of all types of labour — 
skilled and unskilled. Balanced economic development requires the location of 
public enterprises on priority basis in backward areas. Thus public undertakings 
lead to balanced regional development , increase the incomes of the people, improve 
their living standards . and cause an increase in their productive efficiency. The 
operation of the public sector undertakings in a particular area creates the 
demand for such services as water, transport, electricity, education, housing etc. 
Moreover, the creation of demand on a large scale for various goods by the 
wage earners in such undertaking leads to the development of ancillary industries 
and trades, and small-scale industries. Certain public undertaking which provide 
milk, water, drugs, fertilizers, gas postal transport services at low prices, have 
strong redistributional effects. The consumers are able to consume them more, 
spend less money on them, and are left with a larger income for buying other 
goods and services. Besides, the creation of public undertakings in transport, 
electricity, gas, water, postal, telephone and telegraph services prevents the 
emergence of monopolies and concentration of wealth. 

Source of Capital Formation. Lastly, public sector enterprises are an 
important source of capital formation. When they are operated on profit-price 
policy like private undertakings, they earn sufficient profits which can be partly 
ploughed back for reinvestment and partly for utilisation by the state in other 
projects. The running of public undertakings on profit basis reduces the need for 
borrowing from external sources and debt servicing, even dispenses with deficit 
financing. Surpluses accruing from these enterprises provide adequate funds for 
improvement, modernisation, and expansion of the plants. Thus profits of 
public undertakings are an important sources for the financing of economic 
development. 

Wc may sum up the objectives of public sector undertakings as follows: (») To 
maximise the rate of economic growth and build the necessary industrial base; 
(//) to maximise consumption levels consistent with the objective (/); (Hi) to re¬ 
duce inequalities in income and promote equality of opportunities; (iv) to pre¬ 
vent concentration of economic power in private hands; (v) to promote balanced 
regional development; (vi) to develop ancillary and small industries; and Mi) to 
widen and deepen the sources of public savings. We may add to them what 
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Mrs Indira Gandhi said, “We advocate a public sector for three reasons: to gain 
control of the commanding heights of the economy; to promote ended develop¬ 
ment in terms of social gain or strategic value rather than 
ation of profit; and to provide, commercial surpluses with which to finance 

further economic development.’ 


^S^^r^nd varied range of activities lihe ra.lways 
post and telegraphs, currency and mint, forests, hydroelectric P r °^'s, mu t p U 
pose river valley schemes, road and air transport, shipping, Jocomo. v. oil 
exploration and refining, electric goods, machine tools, chemicals, f«l*bze . 
mining, metallurgy, industrial financing. 20 nationalized banks, msurance, etc 

With fhe exception of a few undertakings like insurance, twenty banks ..r 

transport. Hindustan shipyard. Praga tools, Hindustan me. etc which the 
state took over from private enterprise, the majority of public undertakings 
the result of the entrepreneurial efforts of the state. 

The industrial and commercial undertakings in the public sector ' ndia 
are classified by the Bureau of Public Enterprises into three group*: (0• 
takings run directly by the departments or executive agencies of the Owen 

ment. These include besides railways, post and lelcgraphs. even o^ r underuk 

ings like Indian Security Press, Delhi Milk Scheme Ko ar Gold Mine*. «M. 00 
Undertakings run by statutory corporations like Life Insurance Corpora ion. 
Central Warehousing Corporation. Air India. Indian Airlines. Oil and Natural 
S, Food ^Corporation ol fadi.. W) W 

Government companies registered in accordance with the provisions of the 

-y of share capital and long-term loans in 
public enterprises a, the commencement of each Five-Year Plan » indicated ,n 

Table 75.1. 

Table 75.1. Growth of Public Sector Enterprises in India 


Year Ending 
March 31 


Capital Employed 
in Ri crores 


1951 

1956 

1961 

1966 

1969 

1974 

1979 

1982 


29 

81 

95) 

2415 

3902 

6237 

13969 

21865 


Humber of Running 
Enterprises 

5 
21 
48 
74 
85 
122 
159 
187 


A, the beginning of the Firs. Fivc-Ycar Plan. Ind. had.only £^ eMer- 

prises with capital employed (net fixed P , q7 q w :.u cap ital employ- 

crores. They rose to 159 running public enterprises in lh p in 

ed of Rs 13 969 crores and to 187 with capital «>”* 21 s C |ate and 

1981. “If one were to add to these the concerns under the control 
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•local governments, the number of establishments in the public sector (including 
states electricity boards) exceeds 600.” But we shall analyse the working of only 
187 running concerns for which data are available from the Bureau of Public 
Enterprises. 

ProBts. The gross profits (before interest and tax) of public enterprises 
amounted to Rs 85 crores in 1968-69 which increased to Rs 2,675 crores in 
1981-82 the highest during the decade. In contrast, net profits before tax declin¬ 
ed from their highest level of Rs 421 crores in 1976-77 to Rs 39 crores in 1980- 
81. In terras of net profit after tax, they incurred losses between 1968-69 to 
1971-72. They made a small profit of Rs 18 crores in 1972-73 which gradually 
touched Rs 184 crores in 1974-75 and 1976 77 but turned into losses in sub¬ 
sequent years. But in 1981-82, the net profits afier tax amounted to Rs 485 
crores. 

Return on Capital Employed. The return on capital employed fi.e., the 
ratio of gross profits to capital employed) increased from 2.8 per cent in 1968-69 
to 9.4 per cent in 1976-77 and then stabilised around 7.5 per cent in subsequent 
years, but increased to J 2.2 per cent in 1981 -82. 

Value Added. Value added through manufacture and service activities by 
public sector undertakings was Rs 6,480 crores in 1981-82 against Rs 4,408 
crores in 1980-81, showing a rise of about 47 per cent. Of the total value added 
of Rs 6,480 crores in 1981-82, manufacturing enterprises accounted for 98.4 per 
cent and service enterprises added only 1.6 per cent. 

Generation of Internal Resources. As against the target of Rs 1,280 
crores during the Fourth Plan, internal resources generated by public enterprises 
amounted to Rs 1,260 crores, an achievement of 99.6 per cent. During the Fifth 
Plan, they generated internal resources to the tune of Rs 3,439 crores as against 
the five year target of Rs 2,287 crores. In 1978-79, they generated Rs 1,030 
crores which increased to Rs 2,249 crores in 1981-82. 


Sales Turn-Over. The sales turn-over of public sector undertakings has 
been increasing substantially over the years. It increased from Rs 2,393 crores 
in 1968-69 to Rs 36,443 crores in 1981-82. 

Social Benefits. The social benefits accruing to the people of various regions 

where these undertakings have been set up are no less impressive. The total 

number of employees in public sector enterprises increased from 6.13 lakh in 

1969-70 to 19.02 lakh in 1981-82. The total salaries and wages of the employees 

including other benefits and bonus rose from Rs 290 crores in 1969-70 to Rs 

3,077 crores in 1981-82 thereby indicating an eleven-fold rise in the quantum of 

emoluments. Moreover, social amraenitics like modern townships with housing 

and essential community facilities like schools, hospitals, recreation centres, 

etc. have been provided for the employees of public sector enterprises. The 

ioaq # 8I ?E cxpend,tu [ e on township rose from Rs 249 crores as on March 31, 
1969 to 762 crores at the end of March 1982. 

Help to Ancillary Units. One of the objectives of public sector enterprises 
has been to foster the development of ancillary units. The number of ancillary 
units registered with public enterprises has been steadily increasing over the last 
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few years. There number rose from 295 in 1977-78 to 393 in 1981-82. In addi¬ 
tion, 500 small-scale units are registered with public sector undertakings for 
supplying various items like steel castings, steel foregings, sheet metal works, 

machines components etc. Public enterprises also provide a number of facilities 
to ancillary and feeder units. They are technical know-how, supply of scarce 
raw materials, and testing of raw materials and finished pioducts. 

Control Over the Commanding Heights. Public undertakings have been 
successful in controlling the commanding heights of the economy. They have a 
monopoly in the production of lead, lignite, and crude oil. Over 90 per cent of 
electricity too is generated by public concerns. The state has establised itself as a 
market leader in respect of mild steel, fertilisers, oil refining and the distribution 
of petroleum products. In special steels and zinc, it has been approaching near 
parity with the private sector. The public sector has entered the field of machine- 
making in a big way, as in the case of basic metals. It has concentrated attention 
on machinery manufacture for heavy and capital goods industries like steel, 
electrical equipment, mining and fertilisers and chemicals. In fields like 
fertilisers, electronics, aeronautics and machine tools, the public enterprises 
have made creditable contributions in acquiring industrial technology and 
encouraging managerial skills.2 


Shortcomings .... 

The working of public undertakings has revealed several defects which have 
been pointed out from time to lime by the Estimates Committee and the Com¬ 
mittee on Public Sector Undertakings of the Parliament. 

Capital Intensive. The industries in which the major portion of investment 
has been made are highly capital-intensive entailing long gestation periods, like 
steel, heavy engineering, heavy electricals, heavy machine tools, petrolum etc. 
For instance, in 1981-82, Steel Authority of India with capital employed ol Rs 
5,127 crores was the largest public sector unit. When Such giant projects are set 
up, their capacities are based on certain projections of demand, which, however, 
do not materialise leading to the problem of under utilisation. As pointed out 
by Prime Minister Indira Gandhi in her address to the chief executives of public 
sector undertakings on 5 April 1983: "Almost half the manufacturing enter¬ 
prises still function at less than 75 per cent of the installed capacity and many at 
an extremely low level.” At the same time, she warned against the danger ol 
unplanned production and said. "Capacity utilisation should be properly 

matched with demand, if it is to be economic." 

Faulty Planning. Several undertakings have taken longer time in production 
than originally estimated due to faulty planning. The Committee of Public 
Undertakings in its thirteenth report pointed out that in the case of undertak¬ 
ings like Hindustan Insecticides. Trombay Fertiliser Project. Indian Telephone 
Industries, etc., tenders were invited before any project reports Cases where 
project reports had been prepared, not much attention was paid to manpower 
requirements, transport requirements, unit cost analysis, etc. Moreover, in a 
number of cases very little attention was paid to the time schedule in the con ¬ 
traction of the project. The Prime Minister observed in this connection that 
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because of delays in decision and implenentation and lack of coordination, 
“we are not able to make full use of not only the installed capacity in the units 
and the projects, but in human resources, in our people’s capability and their 
brain power.” 

Heavy Losses. Public enterprises have been incurring heavy losses on the 
whole since 1977-78. Even earlier they incurred losses from 1968-69 to 1971-72. 
In 1977-78, they incurred a loss of Rs 91 crores. In 1980-81, there losses were 
Rs 203 crores. Of the 187 enterprises, 80 incurred a loss of Rs 812 crores in 
1981-82. Of the 80 companies nearly four-fifths of the losses were incurred by 
companies. 

Failure of Certain Objectives. Two complementary objectives of public 
sector enterprises have been industrial dispersal and backward area develop¬ 
ment. In fulfilment of these objectives new centres such as Durgapur, Rourkela, 
Bokaro, Ranchi, and Bhilai were developed. But these centres of massive modern 
industry have failed to develop the surrounding and backward areas in their 
proximity. Even the setting up of private sector industries at such centres has 
met with little success in fulfilling these objectives. 

Political Considerations. A number of undertakings have been established 
without assessing profitability and economic benefits. Some of them are located 
not on purely economic but political considerations without any regard to the 
proximity to sources of raw materials. 

Lack of Autonomy. One of the main hurdles in the operational efficiency of 
public enterprises has been the lack of management autonomy or commercial 
culture. No doubt public corporations are accountable to Parliament, but 
continuous intervention by various government departments and politicians 
even in day-to-day operating matters adversely affects their performance. “This 
is supplemented by intervention from Parliament in the form of questions and 
criticism by MPs which often deal with trivialities and where the victims have 
no right to reply. Enquiries by estimates and other committees seldom deal with 
strategic issues, and concentrate on peripheral matters such as corporate enter¬ 
tainment, foreign travel etc.” 3 

Inefficient Management. One of the serious defects of public enterprises in 
India has been their inefficient management. They are manned by civil servants 
who are not conservant with the actual working of industrial enterprises and 
lack specialised training for complex industrial jobs. Delivering the TTK 
Memorial Lecture on the "Management of Industrial Change” on 7 March 1983 
Dr Manmohan Singh, the Governor of RBI, pointed out that the directors in 
some public sector units "do not possess adequate experience and expertise to 
exercise their functions effectively.” Again, on account of the structure of 
salaries and perks obtaining in public enterprises, it has not been possible to 
attract and retain the best of professional personnel. The remunerations of top 
level executives in such enterprises are even lower than the reduced remune¬ 
rations of private sector enterprises. Moreover, there are frequent changes and 
transfers at the top level. Often many senior positions remain unfilled for long. 
By March ending 1983, 24 uoits were without chief executives while another 

'M S- Patwardhan, •‘Economic Growth: Role of Public. Private Sectors", The Economic 
Tn,es, 27 March 1981, Italics mine. 
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29 were to become topless soon. All these factors adversely affect decision- 
making in public undertakings and hence their operational efficiency. 

Heavy Cos. Structure. The cost structure of public enterprises has been 

very heavy. “In respect of many, if not most, of public sector enterprises it has 
been the experience that construction periods were much longer than origmaUy 

p ejected so'me of this delay has arisen from such ^staoo.v 

Late project preparation or unrealistic assumption about supply ags^Mo e 

frequently the.e have been changes in the size or design of the project a. various 

stages of its construction. Whatever the cause, the result often is cost over-run 

together with loss of production for several months in the HUMi period Further 
because of the desire to locate large sized industrial projects in hitherto back 
ward areas, bath the cost and execution of the project depends heavily on the 
Sion of adequate infrastructure facilities. There have also bten 
because of the interlinking of projects-steel plants with heavy e"8'™«'"8 
plants or with coal mines or with railway facilities; electricity generation with 
fhe manufacture of electrical machinery, cables, tiansmission towers and so on 
by other public sector units, etc. .. 1. obviously enhances the transmission of 
delays and high cost in one unit to the other. Over and beyond all these, he 
construction of various facilities required for whole township l0 J , ° u>e e 

TsrasassStTt 

mmmm 

enlargement of capacity.* 6 


4 K.S. Kri»hnaswamy. op. clt. 
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Chapter 76 


FOREIGN TRADE AND BALANCE OF PAYMENTS 

IN INDIA 


INTRODUCTION 

rpHE role of foreign trade in economic development was discussed in Part 
Five of the book.* The present chapter examines the role of foreign trade 
in India’s economic development since the beginining of the planning era. More 
than three decades have passed since India started on the path of planned 
economic development in 1950*51. During the period, important changes have 
taken place in the volume, composition, and direction of its foreign trade. These 
features of India’s foreign trade are discussed below. 

VALUE OF TRADE 

The size or magnitude of India’s foreign trade in terms of the total value of 
imports and exports has been rising considerably since 1950-51, as shown in 
Table 76.1. For the period 1950*51 to 1960-61, India’s total value of foreign 
trade rose by 43.9 per cent, during 1960-61 to 1969-70 it rose by 66.4 per cent, 
and by 388.5 per cent during 1970-71 to 1979-80. Taking the entire period 1950- 
51 to 1980-81, the total value of India’s foreign trade increased by more than 15 
times. In absolute terms, it rose from a mere Rs 1,251 crores in 1950-51 to a 
very high figure of Rs 19,235 crores in 1980-81. 

Imports. During 1950, the increase in the value of trade was slow. Exports 
were almost stationary and were confined to traditional items of primary goods. 
But imports increased by 165.4 per cent over the period 1950-51 to 1960-61 be¬ 
cause of increasing imports of foodgrains, raw materials and capital equipment 
and machinery. The emphasis on heavy industries during the Second Plan neces¬ 
sitated the imports of machinery and capital equipment which increased the 
total value of imports. 1 he emphasis on heavy industries was continued during 
the Third Plan and the three Annual Plans which led to increased imports of 
machinery and equipment. Bad weather conditions also led to larger imports of 
agricultural raw materials and foodgrains. Coupled with these factors, the 
Devalution of the Indian Rupee in June 1966 further raised the value of imports. 
Consequently, the value of imports rose by 38.8 per cent over the period 1960-61 
to 1969 70. 

During 1970s imports rose at a faster rate than exports. Imports increased by 
666.5 per cent in 1980-81 over 1970-71 while exports increased by 337 per cent 
in value terms. The large increase in the value of imports occurred in the case of 
petioleum and petroleum products due to the increase in their prices by OPEC 
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countries, first in 1973-74 and then in 1979 and 1980. Besides, the inflationary 

trends in the world also helped in increasing the prices of other imports. In 
I 960-81 the value of imports rose by 37 per cent. One of the principal items 


Table 76.1. India’s Foreign Trade 


(Fs Crores ) 


Year 

(/) 


Imports 

( 2 ) 


Exports 

(i) 


Total Balance of trade 

(4) <5) = <2)-(J) 


1950-51 

1955-56 

1960-61 

1965-66 

1969- 70 

1970- 71 

1971- 72 

1972- 73 

1973- 74 

1974- 75 

1975- 76 

1976- 77 

1977- 78 

1978- 79 

1979- 80 

1980- ' 1 


650 

774 

1140 

1409 

1582 

1634 

1825 

1867 

2955 

4519 

5265 

5074 

6020 

6814 

9143 

12521 


601 

607 

660 

806 

1413 

1535 

1608 

1971 

2523 

3329 

4043 

5143 

5408 

5726 

6418 

6711 


1251 

1383 

1800 

2215 

2995 

3169 

3433 

3858 

5478 

7848 

9308 

10217 

11428 

12540 

15561 

19235 


—49 
—165 
—480 
-603 
—169 
-99 
—217 
+ 104 
—432 
—1190 
-1222 
+ 69 
-612 
—1088 
—2725 
-5813 


Post-devaluation rates. 


Source : D.G.C I. & S.. Monthly Statistics of Foreign Trade 
Notes: 1950-51 to 1965-66 Pre-devaluation rates and thereafter 

which led to such a high increase was imports of petroleum and petroleum 
products whose value rose by 58 per cent in 1980-81 over the previous year 

But the increase in the value of imports over the years does not give a true 

picture of the causes behind their increase. The quantum index and the unit 
value index show that India’s quantum of imports have noliincreased much a. 
against their unit value. The quantum index (1968-69 = 100) ofimports increa- 
sed from 87 in 1970-71 to 199 in 1980-81. a rise of !». ' per «» ' be 

period. On the other hand, the unit value index rose by 228 per cent over he 
same period. This shows that India is being squeezed for her imports. by the 
developed and oil-rich countries through the „se in the prices of their export 

commodjtieSover # pefiod of lhirty years (1950-5. to 1980 81) India's exports 
increased by more than 11 times. During the First and Second PI»"s exports 
remained almost stagnant around Rs 600 crores.on > h e a«'“f' ^ 
of various export promotion measures during the Third Plan'brokethe stagna 
tion spell and exports showed an upward trend, being Rs 1.269 crore n ,965-66 

at post-devaluation rates. After the devaluation of June 1966. exports of ron 

ore. leather and leather manufactures, cashew, kernels. W^rmssoods u^a 
and steel, chemicals and allied products, etc. received a fur ' hcr bo ^ ,9 ®?; 
70 exports had risen to Rs 1.413 crores. so that they had 
cent over the 1960s at post-devaluation rates. The annual 8 8 
of exports for the period 1960-70 comes to 3 6 per cent which cannot be termed 

as satisfactory. 
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It was, however, in the 1970s that the rate of growth of exports increased 
considerably. During 1970-71 and 1971-72, exports increased by 8.6 per cent 
and 4.8 per cent respectively. Then for the next five years ending 1976-77, the 
increase in exports was spectacular. Exports recorded a growth rate of 23 per 

cent in 1972-73, 28 per cent in 1973-74, 32 per cent in 1974-75, 22 per cent in 
1975-76 and 27 per cent in 1976-77. Thereafter, the growth rate slumped to just 
5 per cent in 1977-78, 6 per cent in 1978-79, moved up to 12 per cent in 1979-80 
and again fell to 4.6 per cent in 1980-SI. The average annual growth rate of 
exports for 1970-80 works out at 3.7 per cent. 

The main reasons for the high-growth rate of India’s exports between 1972-73 

and 1976-77 were: (a) the increase in the unit value index of exports from 108 
in 1971-72 to 210 in 1976-77; (6) the increase in the quantum index of exports 

from 107 in 1971-72 to 174 in 1976-77; (c) new markets for India’s exports in 
oil producing countries with the boom in oil prices; (d) increase in the com¬ 
petitive capacity of Indian exports with the rise in world prices of all commodi¬ 
ties; (e) link with pound upto 1975 led to virtual devaluation of the rupee; (/) 

recession in domestic industries; (g) boom in the value of agro-based exports, 

such as oil cakes, marine products and sugar; and (/i) increase in project exports 
to the Middle East countries. 

The sluggishness of exports for the period 1977-78 to 1980-81 had been due 
to a combination of domestic supply constraints and adverse external circums¬ 
tances. Some of these were: (a) decline in the quantum index of exports from 

174 in 1976-77 to 168 in 1977-78 and thereafter a slow rise and then a decline in 
1980-81; (b) almost constant unit value index for the three years reflecting a 
decline in the unit value of some of the exports; (c) domestic problems such as 
labour strikes, power shortages, transport bottlenecks, etc.; (d) decline in 
demand for Indian exports abroad; (<?) adoption of protective measures by deve¬ 
loped countries; (/) Government of India’s policy of restricting the exports of 
consumer goods needed within the country; and (g) fall in the value of dollar 

reduced the value of Indian exports. 

In order to determine the contribution of India’s exports to the development 
in the economy a number of indicators are taken into account. The first is 
India’s share in world exports. The country’s share has gone down from 2.2 per 
cent in 1*50 to 1.2 per cent in 1960 to 0.7 per cent in 1970 and to 0.4 per cent in 
1980-81. Another indicator is the share of exports as a percentage of GNP which 
fell from 6.3 per cent in 1950 to 4.2 per cent in 1970. But it started looking up 

and was 5.9 per cent in 1981. Another indicator is the average annual growth 

rate of exports as compared to the world exports. Except for the period 1974-77 
when the average annual growth rate of Indian exports was 13.4 per cent 
against 11.2 per cent of the world exports, for the remaining periods it was 
much below the latter. For instance, the Indian growth rate of exports for 
1970-74 was 18 per cent as against 28 per cent for the world exports. Similarly, 
it was 5 per cent in 1977-78 against 14 per cent for the latter. 

The percentage of imports financed by exports also determines a country’s 
export position. In India, it was 90 per cent in 1950-51 which went down to 61 
per cent in the Third Plan, rose to 94 percent in 1970-71 and further to 106 per 
cent in 1972-73, but fell to 70.2 per cent in 1979 SO, and to 53.6 per cent in 
1980-81. This decline is due to a very large increase in imports as against 
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exports. 

The reasons for the sluggish growth of Indian exports are domestic supply 
constraints, the lure of the highly profitable domestic market which does not 
encourage exports, unfavourable world environment for exports, and increase in 
protectionism accompanied by quotas cumbersome quality control, counter¬ 
vailing duties, etc. by the developed countries. 2 

COMPOSITION OF TRADE 


Mere increase in the value of imports and exports of a country is not an indi¬ 
cator of the level of economic development of a country. It is the composition 
of trade that is more important. The types of goods imported and exported by a 
country reveal whether a country is industrialised or backward. The changes 
occurring in the composition of trade over the years also show the economic 
transformation of a country. 

Imports. The composition of India’s principal imports for the end of the 
Second Plan, and Third Plan, the year 1970-71, the beginning of Fourth and 
Fifth Plans and for the year 1980-81 is shown in Table 76.2. During the period 


Table 76.2. Principal Imports 

(fo crores. Post-devaluation) 


Commodity 196061 

196566 

1969-70 

1970-71 

1974-75 

1980-SI 

1, Consumer goods 

285.7 

507.2 

261.0 

242.4 

818 8 

380.2 

Cereals and cereal 
preparations 

285.7 

507.2 

261.0 

2130 

763.8 

100.4 

2. Raw Materials A Inte ¬ 
rned late Manufactures 
(0 Fibres 

776.1 

159 6 

776.6 

121.6 

757.5 

111.1 

888.8 

126.7 

2863.0 

767.1 

9756 5 
164.2 

(ll Petroleum oil & 
lubricants 

109.1 

107.5 

137.9 

136.0 

1157.1 

5263.5 

(III) Fertilisers & chemical 
products 
(tv) Iron & Steel 
(v) Non-ferrous metals 

3. Capital goods 

140.9 
1930 
74.5 
560 5 

183.7 

154.3 

108.3 

803.7 

214.5 

81.5 

74.5 
403.2 

216.5 

147.0 

119.4 

4C4.0 

827.4 

427.7 

178.7 
723.3 

1490.1 

852.4 

477.4 
1910.3 

(l) Non-electrical 







machinery, apparatus 
8c appliances 

(II) Metals 

320.3 

36.1 

525.7 

28.6 

280.4 

7.1 

257.8 

9.3 

403.5 

27.6 

1115.3 
89.5 

(III) Electrical machinery 







apparatus & 
appliances 

(lv) Transport equipment 
A. Other unclassified 

90.1 

114.1 
172.7 

138.3 

111.1 

130.9 

64.3 

51.2 

160.4 

70.4 

66.5 
99.8 

161.0 

131.2 
112 9 

233.5 

472.0 

476.9 

Total 

1795.0 

22184 

1582.1 

1634.2 

4519.8 

12573 9 


Source: D.G.C.I. & S., Month!, StaUutce of Foreign Trade. 


...» ,-f^r in Fxnorl Promotion ar.d Impori Substilution in 
*For measures to encourage exports, refer to txpor. 
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of the First Five-Year Plan, for which data have not been given, India’s imports 
consisted mainly of foodgrains, raw jute and cotton, machinery, transport 
equipment, iron and steel, petroleum and petroleum products, etc. in small 
quantities having total value of imports worth Rs 650 crores. 

It was the adoption of the objective of rapid industrialisation with particular 
emphasis on the development of heavy and basic industries in the Second Plan 
that the composition of imports started changing. Along with this, the policy of 
establishing import-substitution industries also changed the nature of imports. 
There are about 300 import commodities which have been completely substitut¬ 
ed by domestic production. Some of them are machine tools, sugar mil) 
machinery, cement machinery, railway wagons, commercial vehicles, cars, jeeps, 
land rovers, motor c>cles and scooters, bicycles, sewing machines, electric fans, 
electric lamps, refrigerators, automobile tyres and tubes, aluminium, soda ash, 
caustic soda, ammoninm sulphate, etc. 

Table 76.2 reveals the trend of imports categorised as consumer goods, raw 
materials and intermediate manufactures and capital goods. 

In the field of consumer goods, India primarily imports cereals and cereal 
preparations. In 1950-51, the imports of foodgrains were 15.3 per cent of the 
total imports, 16 per cent in 1960 61, 16.5 percent in 1969-70, and 17 per cent 
in 1974-75. So they ranged between 15 to 17 per cent of India's imports in 
normal years. But in periods of bad harvests, they were higher as in 1965-66 
when they accounted for 23 per cent. On the other hand, during periods of good 
harvests they decline to 13 per cent in 1970-71 and even to 0.8 per cent in 1980- 
81. Though the production of cereals has increased much over the years, India 
is still required to import them in order to maintain buffer stocks to tide over 
unexpected crop failures. 

The imports of raw materials and intermediate manufactures have been on 
the increase with development. This shows that the country is diversifying in the 
industrial sphere thereby necessitating increasing imports of such commodities 
as fibres, petroleum oil and lubricants, fertilisers and chemical products, iron 
and steel, non ferrous metals, etc. 

Fibres include raw jute, raw cotton, raw wool and synthetic and regenerated 
fibres (man made). In 1950 51, India imported only raw jute and raw cotton to 
the extent of 5.8 per cent of the total imports. In subsequent years in the 1960s, 
she became self-sufficient in jute production. Woollen hosiery industry also 
developed along with man-made fibre industry. The production of raw cotton 
has also increased manifold. Still the dependence on harvests continues in this 
case. Consequently, the imports of fibres vary with the production of raw 
cotton. For instance, the imports of raw cotton in 1977-78 were to the tune of 
Rs 199 crores and in 1979-80 only worth Rs 0.1 crore. 

The largest increase in the value of imports has occurred in petroleum oil and 
lubricants (POL). In 1950-51, the value of POL was Rs 54.3 crores which rose 
to Rs 109 crores in 1960 61 to Rs 108 crores in 1965-66 and to Rs 138 crores in 
1969-70. The increase in the prices of POL in 1973-74 and again in 1980 81 
considerably raised the value of their imports so that they formed 25.6 per cent 
of the to'al import bill in 1974 75 and 42 per cent in 1980 81. But the rise in 
the unit value of POL was much higher than in their quantity. For instance, in 
quantity terms POL imports increased from 18.6 million tonnes in 1978-79 to 
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24 9 million tonnes in 1980-81. But the total import bill increased by 212 per 

cent over these two years. Similar was the case with fertilisers and chemical 

Pr So U faras the imports of iro,. and steel and non-ferrous metals are concerned, 
variations in their values reflect sometimes domestic shortages or goods produc¬ 
tion, as also higher demand from industry and building up of stock, kor ins¬ 
tance, the imports of iron and steel were to the tune of Rs 193 crores in 1960-61 
which fell to Rs 81.5 crores in 1969-70 and again increased to Rs 852.4 crores 

'“similar was the case with non-ferrous metals whose value of imports was 
stationary at Rs 75.5 crores in 1960-61 and 1969-70 but increased to Rs 178.7 

crores in 1974-75 and to Rs 477.4 crores in 1980-81. 

The next important category of imports is capital goods The imports o. 
capital goods in value terms rose from Rs 560.5 crores in 1960-61 to Rs 804 
crores in 1965-66. This was due to the policy of establishing capital-intensive 
industries. But in 1969-70 and 1970-71, their imports were about one-half ol 

what they were in 1965-66. This was the result of the slowing down of the 
tempo of domestic industrial production and restrictions in the import policy. 
In 1970s, imports in value terms started rising. This trend was the combina ion 
of number of factors. First, sharp increases in the prices of capital goods by 
exporting countries. Second, progressive liberalisation of imports of machinery 
and components. Third, reduction in import duties on a number of " ,achl '" ^ 
items. Consequently, total imports of capital goods rose from Rs 404 crores m 
1970-71 to Rs 1,910.3 crores in 1980 81, an increase of 372.8 per cent over 

d 'lnthe commodity mix, non-electrical machinery apparatus «“d apPjiances is 
the largest item whose imports increased from Rs 320 crores ,n 1960.6 , fell ° 
Rs 280 crores in 1969-70 and again rose to Rs 1115.3 crores in > ?W*lJ*«t in 
importance are the imports of transport equipment whose value increased from 
Rs P 35 crores in .950 5. to Rs 1.4 crores in 1960-61. fell to Rs 51 crores. m> »«*■ 
70 and rose to Rs 472 crores in 1980-81. The imports o .''“'"'I™,, r0 « w 
apparatus and appliances were valued a. Rs 22 crores ,n .950-51 whKh r«e to 
Rs 90 crores in I960 61. declined to Rs 64 crores in 1969-70!,“ orls ,ose from 
233 5 crores in 1980-81. In the case of metals also the value of imports rose from 
Rs .4 cres in .950 5. to Rs 36 crores in .96*61. which fell to Rs crores in 
1969-70 and rose to Rs 89.5 crores in 1940-81. This trend of rise m th e va ue of 
imports of capital goods fir,, in the 1950s and 960s and hen of g adual dedme 

in the year 1969-70. and again of rise in the 19,0s has already been explained 

ab Ucan be concluded tha, the overall trend of .mportsrefiecis.hatlndiahas 
been becoming an industrialised country where ,ts defend nee on consume 
goods, except cereals and cereal preparations, has been hm nated and j s 
requirements of imports are confined mostly to raw materials and •nte.med' 
manufactures which account for more than 75 per cent of the total imports 
present, and about 16 per cent in the case of capita goo s. 

Exports. Another noteworthy feature of India's foreign trade has been the 

composition of its exports. In 1950-51, traditional ' x ^ or o ' then the policy 
cotton textiles formed 55 per cent of its total export trade. Since then, the policy 
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of industrialisation by import substitution along with the objective of a self- 
reliant economy has dispensed with India’s dependence on traditional exports. 
They have considerably widened the commodity-mix of India’s exports. Now 
exports include, besides traditional items, innumerable non-traditional items as 
shown in Table 76.3. Among the major non-traditional items are oil cakes, 
leather and leather manufactures including footwear, cashew kernels, engineer¬ 
ing goods, iron and steel, chemicals and allied products, fish and fish prepara¬ 
tions, readymade garments, spices, handicrafts, etc. There are also many 
household consumer goods which have not been shown separately in the Table 
but are included in others. Such commodities are bicycles, sewing machines, 
fans, air conditioners, refrigerators, scooters, and varied electrical appliances. 


Table 76.3. Principal Exports of India (Rs crores Post-devaluation) 


Commodity 

1960-61 

1965-66 

1969-70 

1970-71 

1974-75 

1980-81 

1. Jute manufactures 

212.9 

2880 

206.7 

190.4 

296.8 

330.0 

1. Tea 

194.7 

180.9 

124.5 

148.3 

228.1 

425.5 

3. Cotton fabrics 

90.6 

87.4 

69.7 

75.3 

158.9 

276.5 

4. Iron ore 

26.8 

66.3 

94.6 

117.3 

160.4 

303.3 

5. Oil cakes 

22.5 

54.6 

41.5 

55.4 

96.0 

125.1 

6. Leather and leather 
manufactures including 

footwear 

44.2 

55.0 

90.0 

83.6 

165.3 

377.2 

7. Cashew kernels 

29.8 

43.1 

57.4 

52.1 

118.2 

140.1 

8. Tobacco 

24.8 

33.3 

33.4 

32.6 

82.2 

140.7 

9. Engineering goods 

13.4 

26.2 

102.5 

103.4 

356.6 

727.0 

10. Coffee 

11.4 

20.4 

19.6 

25.1 

51.4 

214.2 

11. Iron & steel 

8.7 

13.1 

64.2 

67.2 

21.1 

69.7 

12. Chemical & allied 

products 

5.4 

14.4 

22.2 

29.4 

92.9 

225.6 

13. Fish & fish preparations 7.3 

10.7 

30.8 

30.5 

66.2 

212.9 

14. Ready made garments 

— 

— 

N.A. 

8.6 

96.9 

378.2 

15. Spices 

134 

17.5 

16.2 

38.8 

61.4 

111.4 

16. Handicrafts 

N.A. 

N.A. 

N.A. 

69.9 

186.6 

893.8 

Total including 

1039.8 

1268.9 

1413.3 

1535.2 

3328.8 

6710.7 


Source : D.G.C.I & S., Monthly Statistics oj Foreign Trade. 


The share of three main traditional items, viz. jute manufactures, tea and 
cotton fabrics, was about 48 per cent of total exports in 1960 61 which fell to 
28.4 per cent in 1969-70, 27 percent in 1970-71 and 15.4 per cent in 1980-81. 
On the other hand, some of the non traditional items registered phenomenal in¬ 
creases in 1980-81 over 1960-61. For instance, the export value of iron ore in¬ 
creased by about eleven-fold, of oil cakes six-fold, of leather and leather goods 
eight-fold, of cashew kernel five fold, of engineering goods fifty five-fold, of 
iron and steel eight-fold, of chemicals and allied products forty five-fold, offish 
and fish preparations thirty-fold, and or spices nine-fold. Of the new items 
which have emerged as important exports during the 1970s are readymade 
garments and handicrafts. They registered increases of forty seven-fold and 
thirteen-told in 1980-81 over 1970 71 respectively. 
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from 8 per cent to 5.8 per cent over the period. Imports from ESCAP countries 
increased from 10.5 per cent to 16.8 per cent and that of Japan from 5 per cent 
to 6 per cent over the period. But the greatest increase occurred in the case of 
OPEC countries whose share in India’s imports rose from 7.7 per cent in 1970- 
71 to 28.2 per cent in 1980 81. This was due to the increase in the prices and 
quantities of petroleum oil and lubricants. As in the case of all countries and 
regions, the absolute level of imports in value terms increased considerably over 
the >ears for East European countries but their share in India’s total imports 
actually declined from 14 per cent to 10 per cent but it increased from 6.5 per 
cent to 8.2 per cent in the case of USSR over the period. 

The direction of India’s foreign trade, as analysed above, reveals that the 
country has geographically diversified its trade relations. It has larger outlets 
for its exports and varied sources of imports. Thus it has shed its dependence 
for exports and imports on a few countries and has really entered into multi¬ 
lateral trade. 


BALANCE OF TRADE 

India's trade balance has continuously remained in deficit except in 1972-73 and 
1976-77. Trade deficits are a concomitant result of economic development. For 
development, the country has been importing capital goods, raw materials, inter¬ 
mediate products, and even foodstuffs. 

In 1950-51, India’s trade deficit was Rs 49 crores which continued to increase 
with every five-year plan till it reached Rs 603 crores in 1965-66, as shown in 
Table 76.1. This was due to larger imports of capital goods, raw materials and 
intermediate products for setting up heavy and import-substitution industries. 
After the devaluation of June 1966. exports started looking up and there was 
also a decline in the import of foodstuffs. Consequently, the trade deficit declin¬ 
ed to Rs 99 crores in 1970-71 and there was a surplus of Rs 104 crores in 
1972-73. 

The sharp increase of 58 per cent in the import bill in 1973-74 over the pre¬ 
vious year while exports did not show much increase, led to a trade deficit of 
Rs 432 crores. The increase in the value of imports was largely due to the in¬ 
crease in the prices of petroleum, oil and lubricants and also a rise in prices of 
fertilisers, non-ferrous metals, and iron and steel. Besides there was an increase 
in the prices and imports of foodgrains and vegetable oils. Thereafter, the trade 
deficit increased to Rs 1,190 crores in 1974-75 and to Rs 1,222 crores in 
1975-76. 

The year 1976-77 was a turning point in India’s trade balance because during 
this year there was a small surplus of Rs 69 crores after a record deficit in the 
previous year. This was on account of 27 per cent increase in the value of 
exports, and a decline in imports by 3.6 per cent over the previous year. 

From this year onward, there had been huge increases in trade deficits due to 
slow growth of exports and fast rise in imports The rise in the import bill 
was 19 per cent in 1977-78 over the previous year, 13 percent in 1978-79, 34 per 
cent in 1979 80and 37 percent in 19S0-81. On the other hand, the export bill 
increased by 5 per cent in 1977 78. 6 per cent in 1978-79, 12 per cent in 1979-80, 
and 4.6 per cent in 1980-81 over the previous year. Consequently, the trade 
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deficit had been mounting from Rs 612 crores in 1977-78 to Rs 1,088 crores in 
1978-79, to Rs 2725 crores in 1979-80, and to Rs 5,813 crores in 1980-81. 
The main reasons for the increase in imports during these years had been the 
increase in the quantum as well as the unit value of imports due to a liberal 
import policy and the need to meet the demand for petroleum and petroleum 

products on account of the disruption of oil pioduction from Assam. On the 
other hand, exports could not increase due to depressed international, demand, 
the policy of protection adopted by developed countries, and supply constraints 
in domestic production. 

TERMS OF TRADE 

India’s net terms of trade have been unfavourable since 1974-75 thereby show¬ 
ing that India has been losing by trading with other countries. The net terms of 
trade are the ratio of unit value index of exports to unit value index of im¬ 
ports. In the 1950s, 1960s and early 1970s, the net terms of trade were on the 
whole satisfactory. For instance, in 1954-55 they were 110 (1952-53= 100); in 
1960-61 they were 115 (1958= 100); and in 1972-73 they were 124 (1968-69— 
100). In between these years, they ofien fell to 100. But since 1974-75, they had 
been on the decline, as shown in Table 76.5. 


Table 76.5. Net Terms op Trade 

Unit volue of Exports Index of Imports 


Net Terms oj Trade 



1970-71 
2 

3 

4 

5 

6 

1976- 77 

1977- 78 

1978- 79 

1979- 80 

1980- 81 



Source : D.G.C.I. & S., Monthly Statistics of Foreign Trade. 


In 1974-75, they declined to 77. and further to 70 .n 197S- 76 . rose 76 "" 
1976-77, and to 95 in .977-78, but fell to 90 in .978-79 and toa ln^ low ev 
of 66 in .979-80 and then rose to 75 in 1980-81. The reasons fo *urt !«* ' 
of net terms of trade had been a steep rise in the unit value mde p im . 
compared to the unit value index of exports. I or instance, m " . , 

port uni, value index rose by 73 per cent, whereas the export uni. «!»• «** 
rose by 25 per cent. In 1979-80. the import unit value index rose y P ^ 
while the export unit value index showed an increase of 0.8 per cent. 

•ha, prices of India's exports had been rising slowly, as compared « 

rise in prices of imports. During 1970s the import prices increased 
by 29 per cent per annum while the export price rose by 14 per cent per annum 
on the average. 
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To have favourable terms of trade, India should reorder its import priorities, 
promote import substitutes, and mould domestic capabilities toward export 
industries. Ultimately, it is only by becoming self-reliant in essential imports 
that India can hope to overcome unfavourable terms of trade. 

BALANCE OF PAYMENTS 

Introduction. The balance of payments of a country is a systematic record of 
all its economic transactions with the outside world in a given year. It shows 
the country’s trading position, changes in its net position as foreign lender or 
borrower, and changes in its official reserve holdings. The balance of payments 
account of a country consists of the current account, the capital account and 
the official settlements account or the official reserve assets account. The current 
account of a country consists of all transactions relating to trade in goods and 
services and unilateral transfers. Service transactions include travel and trans¬ 
portation, income and payments on foreign investments, etc. The capital account 
of a country consists of its transactions in financial assets in the form of short 
and long term lendings and borrowings, and private and official investments to 
and from foreign countries and international agencies like the IMF, IBRD, etc. 
The official reserve assets of a country include its gold stock, holdings of its 
convertible foreign currencies and SDRs, and its net position in the IMF.3 

India’s Balance of Payments Position Since 1951 

Since the beginning of the first Plan in 1951, the Indian economy has, by and 
large, been facing deficits in its balance of payments. Table 76.6 gives a Plan- 
wise summary of the country’s balance of trade and balance of payments on 
current account. 


Table 76.6. India’s Balance op Payments 


(Rs crores) 

Plan Period 

Balance of Trade 

Balance of Payments 

First Plan 

Second Plan 

Third Plan 

Annual Plans 

Fourth Plan 

Fifth Plan 

Sixth Plan* 

•Projected. 

— 541.9 
—2339.0 
—24C0.0 
—1967.6 

— 1563.9 
—4043.0 

—17773.0 

— 42-3 
-1712.6 
—1972.5 
—1982.4 
—2221.0 
+ 1404.3 
—9063.0 


-- ------- — pvamvu wdb more sausiactory than anticipated 

iso? 8FlfSl P,an - The PIan had estimated an average annual deficit of Rs 
18° to 220 crores. But the actual deficit for the entire Plan period amounted to 
Rs 42.3 crores. The reason was that this was a modest plan which did not 
introduce fresh schemes. Good monsoons did not necessitate imports of food- 
grains and agricultural raw materials. There was substantial increase in agri- 


’This introductory para may be left out by students. 
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cultural and industrial production. . . . , 

The Second Plan was an ambitious and bold plan which aimed to the d 
lopment of industries and transport. This necessitated the imports of heavy 
machinery, equipment, and essential raw matetials. Uncertain monsoons led to 
large imports of foodgrains and agricultural raw materials. Consequently, acute 
foreign exchange crisis developed due to a huge trade deficit of Rs 2,339 crores 
and balance of payments deficit of Rs 1,712.6 crores. 

The balance of payments position remained tight during the Third Plan. 
The balance of payments deficit was very high, being Rs 1,972.5 for the cn ire 

plan The trade deficit reached a record level of Rs 2,400 crores. The mam 
reasons were rise in imports of industrial raw materials, machinery, mam. 
tenance imports and defence equipment due to the Chinese aggression of 1962 

and the Indo Pak war of 1965 and fall in the exports of traditional items like 
cotton textiles and jute goods. Besides, there was also a large increase in the 

debt service burden. . A 

Heavy trade deficits and debt obligations during the Third Plan led to the 
devaluation of the rupee in June 1966. Despite devaluation, and the adoption 
of liberal import policy and encouragement to exports following it, the balance 
of payments position continued to be serious. The failure of monsoons neces¬ 
sitated large imports of foodgrains for the first two Annual Plans 1966-67 
and 1967-6t. The usual imports of machinery, plants and raw materials conti¬ 
nued. In the third Annual Plan of 1968-69. exports increased by 13.5 per cent 

and imports declined marginally but the overall balance of payments position 
did not improve as the value of imports rose and that of exports declined due to 
the devaluation. Consequently, the balance of payments deficit during 1966 67 
to 1968-69 was Rs 1,982.4 crores. 

During the Fourth Plan, the average annual growth rate of exports was quite 
high, being 12.8 per cent. Despite this, the balance of payments deficit for the 
Plan pe.iod was Rs 2,221 crores. A severe and widespread drought in 1972-73 

forced the country to import large quantities of foodgrains at unprecedented 

high prices. Further, the world prices of several major items of import like 
petroleum, oil and lubricants, steel, non-ferrous metals, newsprint, etc. rose 
sharply. To those were added heavy debt service payments amounting to 

Rs 2,443 crores during the plan period. .... 

During the Fifth Plan, the overall balance of payments position was highly 
satisfactory. For the first time, the balance of payments on current account for 
the entire Plan period was plus Rs 1404.3 crores. This w»s d u e 'o ,he m ar ke d 
improvement in India's external payments position during 976-71_an<lI977-78, 
as a result of the continued rise in merchandise exports. At the same t me, 
fmpor" did register a slow rise due to a sharp reduction of food -dferd.er 
imports. In 1976-77. imports declined by 3.6 per cent and «P° r,s ' nc "^ by 
27 per cent over the previous year. Coupled with improvement in the balance of 

trade there was large increase in net invisibles of the current account. But in 

the last year of the Plan 1978-79. imports increased substantially, particularly 
on account of import liberalisation policy. On the other side, exports slackened 
due to recessionary situation in the world market and protectionist tendencies 

in the major industrialised countries. . *■ 

The Sixth Plan (1980-85) estimated the balance of payments 
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Rs 9,063 crores and the balance of trade deficit at Rs 17,773 crores during the 
Plan period. But the actual deficits were much higher during the first two years 
of the Plan. The first year of the Plan 1980 81 had a trade deficit of Rs 5,813 
crores and the year 1981-82 showed a deficit of Rs 5,841 crores (provisional), 
preliminary estimates for 1980-81 reveal a balance of payment deficit of 
Rs 2,218.6 crores. The trade and balance of payments situations started worsen¬ 
ing from 1979 80 when the oil prices were doubled by the OPEC. Consequently, 
the total imports reached a record level of Rs 12,524 crores in 1980-81 and the 
trade deficit more than doubled. Along with the massive increase in the oil bill 
other import prices also rose sharply. “There was a substantial decline in the 
flows of net invisibles in 1981-82 from the peak level of Rs 3,749 crores in 1980- 
81. Net invisibles are likely to go down further in 1982-83. The decline in 1981- 
82 was due to sluggish growth in travel receipts because of world recession, 
reduction in investment income consequent on decline in the level of foreign ex¬ 
change reserves and fall in the inward remittances . . . The decline in remittances 
was due to a large return-flow of workers from some important countries and 
because of slow-down in economic expansion in most of the west Asian oil-sur¬ 
plus countries. While there was reduction in inflows for these reasons, invisible 
payments continued to rise.” 4 On the other side, exports have been facing severe 
external constraints in the form of sluggish demand in world markets and 
increasing protectionism. Though the figures for 1982-83 are not available, yet 
the position with regard to the balance of trade and payments deficits is not 
expected to improve. However, with the unilateral reduction in the prices of 
POL (petroleum, oil and lubricants) in March 1983 by the OPEC countries, 
there will be an estimated saving of Rs 450 crores on the import of this item 
alone. So the position is likely to ease a little for the remaining two years of the 
Sixth Plan. . • ^ 


Measures to Improve the Balance of Payments Position 

The Government of India has been concentrating on three principal measures 
to improve the balance of payments position. They are external assistance, 
export promotion and import substitution. 

1. External Assistance. External assistance in the form of loans and 
grants has been an important source for bridging the gap in India’s balance of 
payments. In the First Plan, the balance of payments deficit was financed to a 
large extent by withdrawals from the sterling balances accumulated in the pre- 
independence period. Consequently, the percentage of imports financed by net 
a.d m the F.rst Plan was only 4.9 per cent. But with the steep decline in the 
foreign exchange reserves to the tune of Rs 52 crores in the Second Plan, the 
percentage of imports financed by net aid increased to 26 9 per cent which fur- 
her ^ to 37 . 5 per cent in the Third Plan and the three Annual Plans. But in 
the Fourth Plan and the Fifth Plan, it declined to 17.6 per cent and 12.8 per 
CCn r 5f P cctlve, y- In 1979-80, net aid as a percentage of imports was 5.3 per 
cent. The increase in the prices of POL in 1973-74 and again in 1978-79 has 
increased the import bill manifold these years. Consequently, the percentage of 
-imports financed by net aid has been on the decline. 


‘G.O.I , Economic Survey, 1982-83 
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On the other hand, net external assistance has been on the decline doe to the 
increase in debt servicing. Debt service obligations increased from Rs 450 crores 
in 1970-71 to Rs 884 crores in 1979-80. They formed 56.9 per cent and 64J per 
cent of the total external assistance respectively. This shows that more than 60 
per cent of external assistance was being paid back as the repayment of past 

debts including interest payments. . ,wi; 

With the balance of payments gap widening and net external a «' s,an « 1“ ' 
ning, the Government of India got a loan of Rs 583 crores from the IMF Trust 
Fund in 1980-81 to tide over the severe balance of payment discquilibruim. 
Subsequently, the Government entered into an extended arrangement with the 
IMF enabling India to purchase SDR 5.5 billion over a three-year period 1981- 
82 to 1984-85. Justifying this huge loan, the Economic Survey for 19S--83 note . 
“It has ... become necessary to resort to additional borrowmg to meet the 
residual financing requirements of the balance of payments, keeping in view the 
permanent need to maintain the country’s indebtedness and its ability to service 
foreign debts within prudent limits. But this massive loan may temporarily ease 
the country’s balance of payments in the short run but it will increase the debt 

burden many times. The loan carries interest at 1 1 per cent which is likely to 

increase the repayment of principal and interest over the next ten years over 10- 
billion dollars. This will be in addition to the commercial loans and assistance 
the country has been receiving from the normal souiccs. Thus external aid is no- 
pernunent solution to the balance of pajmenis problem. 

2. Export Promotion. Cxpoit promotion is an instrument to earn more 
foreign exchange to bridge the balance of payments gap. For this, a number ot 

measures have been adopted from time to time. These include: (1) a number 
of organisations dealing with foreign trade with a definite set of objectives; 
( 2 ) incentive schemes for the import of raw materials, machinery and capital 

equipment duty free or at concessional rates for export umtj; (3) fiscal incen¬ 
tives such as duty draw-back and duty exemption scheme, cash compensatory 
support, and concessions in direct taxes; (4) 100 per cent export-oriented units 
scheme with duty free imports of capital goods, plant and equipment, raw mate¬ 
rials and components, indigeneously available capital goods, raw materials, etc. 
Without any central cxcue duty, and finished products exempt from cxc.se and 

other duties; (5) special rail and shipping facilities; (6) liberalisation of exports 

by abolishing and/or reducing export duties on commodities from time to lime, 

granting liberal credit facilities to exporters, etc. . f 

The problem with our export promotion policy is that there is a plethora of 

schemes and organisations which lead to unnecessary cluphcat.on 
As our exports have diversified considerably over the years, the need is to 
adopt export promotion measures in keeping with the problems faced by each 
category of exports. There are some commodities which are object to demand 
constraints such as jute, tobacco, tea. etc. They arc acc y P 
policies of the developed countries. There are other,terns which.have supply 
constraints in the form of high cost of product,on. W™" P™' 1 ™ 
quality, etc. There are numerous and varied products ,n th.s dc o.y as 

iron ore, marine products, engineering and chem.cals sugar, |* e'ectncaI , 

Dlastics cashews coffee products of agriculture and allied act,v,t,es. etc. St,II 
there are other products which have both demand and supply constraints sue 
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as textiles, leather and leather manufactures, carpets, handicrafts, and garments. 
Products with demand constraints need competitive prices based upon incen¬ 
tives, improving their quality, attractive presentation and economies of scale in 
transactions. On the other hand in the case of exports for which supply is the 
major constraint domestic factors like economies of scale in production, trans¬ 
port, and quality products in sufficient quantities are more important. 

The need is to have an integrated development plan for exports which should 
fit in the overall development programme of the country. The export promotion, 
policy should not only aim at increasing foreign exchange earnings but also rais¬ 
ing income and employment within the economy. Stressing the importance of a 
sustained increase in exports over a period of years, the Sixth Plan documeut 
emphasises the creation of a stable policy environment as well as measures for 
increasing production for export and production generally. It points out that 
frequent changes in policies create uncertainty which is harmful for the estab¬ 
lishment of a stable market aboard and for risk-taking inherent in investment 
decisions. It envisages maximum attention need to be given in the coming years 
to the following measures: (a) Removing the disadvantages from which the 
exporters suffer because of restrictions on imports; ( b) removing obstacles to 
the expansion of capacity for export; (c) streamlining the existing cash compen¬ 
sation and other schemes intended to remove the disadvantages on exports on 
account of taxation and physical controls operating in the economy; (d) ensur¬ 
ing that the Government policies are such as not to discriminate against exports 
and production for exports, the need being to make exports marginally more 
profitable than import substitution in order to diversify export trade which 
includes capturing new markets abroad and retaining them; and (<r) maintaining 
adequate links with technological developments abroad so that our export 
capability is not hurt by outdated technology. 

The Plan makes provisions for investments necessary to remove infrastructural 
bottlenecks io power and transport and to improve the environment for increas¬ 
ed production and export. It also emphasises on a tight control on domestic 
demand to help the export effort. 


3. Import Substitution Import substitution is another measure to bridge 
the balance of payments gap. It aims at saving foreign exchange. India has been 
following the policy of import substitution in the form of domestic production 
of consumer goods of all types including foodgrains, capital goods and the 
development of research and technology indigenously. Consequently, our 
dependence on imported foodgrains has been reduced from 5.9 percent in 1950- 
SI to 0.2 per cent in 1977-78, of iron and steel from 25.2 per cent to 1.1 per 
cent of machinery from 68.9 per cent to 15.3 per cent and of petroleum 
products from 92.5 per cent to 63.1 per cent. Besides, India manufactures and 
exports a wide variety of durable consumer goods which is used to import 
betore Independence. 


Still, a very large number of our imports consists of non-ferrous metals, 
fertilisers and POL. So the need is to increase production in these areas so as 
to save foreign exchange and to raise the growth rate of output as a whole. But 
the policy of import substitution has led to the development of a number of 
industries under excessive protectionism which do not conform to the criteria of 
social essentiality. Further, ,t has led to the production of low quality and high- 
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cost commodities as compared to the importedgoods. materials 

Recently, the Government hass.mpnfie .-ports J.«« ^ „ 

and components under open G t a Lcc S , ndian , returning home for 


aboard. 



Chapter 17 


MONOPOLY AND CONCENTRATION OF 
ECONOMIC POWER IN INDIA 


INTRODUCTION 

T HE growth of monopolies and concentration of economic power have [been 
associated with economic growth in a capitalist economy. As the economy 
grows, wealth, income and sources of income get concentrated in the hands of a 
few capitalists. This has been the experience of all developed and developing 
countries. India being no exception. Realising the evils of monopoly growth and 
concentration of economic power, the Indian Constitution laid down in its 
Directive Principles of State Policy: “(1) that the ownership and control of the 
material resources of the community are so distributed as best to subserve the 
common good; and (2) that the operation of the economic system does not 
result in the concentration of wealth and means of production to the common 
detriment.” The Industrial Policy Resolution of April 1956 and the subsequent 
Indian Five-Year Plans have been emphasising the progressive reduction of 
concentration of incomes, wealth and economic power. Before we discuss these 
twin problems of monopoly and concentration in all their facets, it is essential 
to understand their meaning. 



MEANING 

In ordinary language, monopoly refers to a single producer or seller who con¬ 
trols the supply or price of a product in a market or industry. In reality, there 
may be a few producers or sellers who may combine to produce, supply or dis¬ 
tribute certain goods. In India such undertakings have been divided into 
dominant undertakings and monopolistic undertakings. A dominant undertak¬ 
ing is “an undertaking which either by itself or along with inter-connected under¬ 
takings produces, supplies, distributes or otherwise controls not less than one- 
third of the total goods and services in its line of business that are produced, 
supplied or distributed in India in terms of their value, cost, price, quantity, 
capacity or the number of workers employed.” On the other hand, monopolistic 
undertaking “is a dominant undertaking or which along with not more than two 
independent undertakings produces supplies, distributes or otherwise controls 
not less than one-half of the total goods and services in its line of business that 
are produced, supplied or distributed in India in terms of their value, cost, 
price, quantity, capacity or the number of workers employed.” 

Such dominant and monopolistic undertakings exercise monopoly power 
which leads to the prevalence of monopolistic aDd restrictive trade practices in 
certain sectors of the economy. 

The Monopolies Inquiry Commission (1965) defined a monopolistic trade 
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practice as one which is resorted to by persons enjoying monopoly P»wer ‘o 

reap the benefits of that power by action, understanding or agreement tending 

to or calculated to preserve, increase or consolidate such power. But the Mono¬ 
polistic and Restrictive Trade Practices Act 1969 defined a '"onopohs ic trade 
practice in concrete terms "as a practice which has or is likely to have the effect 
of (i) maintaining prices at an unreasonable level by limiting. leducing 1 or othe - 
wise controlling the production, supply or distribution of goods of any dew^ P 
tion or the supply of any services or ,n any other manner («) unreasonably 
preventing or lessening competition »• the production, supply or distribution of 
any goodf or in the supply of any services; and (Hi) limiting technical develop, 
ment or capital investment to the common detriment or allowing the quan n> 
any good produced, supplied or distributed or any service rendered in India to 

^Theterm' restrictive trade practices was defined by the M °=. o p o 1 cs In qu, ry 
Commissic n as "practices other than those pursued by monopolists who obstruct 
Xf™ of competitive forces or impede the free .low of capita, or rascurccs 

into the stream of production or of the finished goods in stream d'Mnbut.on 
at any point before they reach the hands ot the ultimate consumers. Such 
restrictive trade practices include exclusive dealing arrangements, minimum sale 
price maintenance agreements, resale price maintenance agree,nei.is <c-up 
agreements, exclusive sale distribution agreements, any agreement lor exclusion 
of anv person from any trade associations, etc. n 

T,“ ■!«— 1 wr '“T 2 

:r ;r r ttrjsss ssr. £ 

o ‘ |„, b ."i Thus the concentration of economic power refers to the 

Esstsa taaEsa-js^i-- 

product wise and industry-wise ,h c pioduction 

„ation. I’roduct-w.se concentration y J ^ ef||1 ,,,,„ cr 

and distribution ol any particular comm ‘ . a Ml , s | c concern or 

whether by reason of ownership of capital or 1 , a L. numb cr of 

comparatively limiled number of concerns orlhroufc ^ ^ ^ 

concerns. 1 hese themselves arc con ro c ion csls|i ttb cn all industry 

families or business houses. Industry-wise c 1 ^ ^ h ind coull|ly wjsc 

is engaged in the pioduction of one produel. O icJ m „ c pro j uc( ,on 

concentration exists when many firms of controlled by one group of 

or distribution ol different commodities an • 

business interests. 


CAUSES OK CONCENTItA llON 


economic 


Many and varied causes have led to .he growth of monopoly and 

power in India. Some of the causes are di>tu ’ Ik , orc ,i, c naliona- 

1. Control over the Banking and Insurance > 


698 THE ECONOMICS OF DEVELOPMENT AND PLANNING 

lisationofbanksin July 1969, the majority of banks and insurance companies 
in India were under the control of a few big business houses which owned their 
majority shares. The majority of deposits of such banks and insurance com¬ 
panies were used to finance the expansion and starting of new concerns under 
the control of big business houses. This led to the growth of monopoly and 
concentration of economic power. 

2. Managing Agency System. The managing agency system which prevailed 
in India till March 1970 has been an important cause of the concentration of 
economic power. India lacked in capital and managerial and entrepreneurial 
skills in its early phase of industrialisation. This led to the development of the 
managing agency system which helped in the supply of funds and managerial 
skills for starting new concerns. They bought the majority shares and debentures 
of such companies and thus got the right to control them. Managing agencies in 
India were found to control as many as 20 to 90 concerns. R.C. Dutt, a member 
of the Monopolies Inquiry Commission, pointed out that the managing agency 
system “was devised to facilitate concentration and should, therefore, be looked 
upon as an instrument of concentration.” 

3. Economics of Large Scale Production. Technological advancement has 
led to the reaping of internal and external economies of large scale production. 
This has increased production and reduced the cost of production of goods. 
Therefore, big industrial houses have been interested only in starting large 
concerns in different or related fields. This has led to the growth of monopoly 
and concentration of economic power in a few hands. 

4 . Diversification Policy. A few big business houses in India have been 
following the policy of diversification of industries by establishing concerns 
relating to different industries. For instance, the Tata group manufactures iron 
and steel, engineering goods, textiles, chemicals, edible oils, electric and elec¬ 
tronic goods, non-ferrous metals, etc. 

5. Technical Integration. The policy of technical integration has also 
resulted in the concentration of economic power in a few business houses in 

India. For instance, the Birla group manufactures sugar, chemicals used for its 
manufacture, wine from molasses, machines to manufacture sugar, paper from 
sugarcane waste and machines for the manufacture of paper. It has a similar 
hold over the jute industry. 

6 . Second World War. The Second World War was another cause of the 
concentiation of economic power in India. The British Government needed 
huge supplies to meet the requirements of forces operating from India on the 
Burma front. It, therefore, provided all facilities to manufactures to expand 
their existing capacities and to start new production units. A few industrial 
houses took advantage of this opportunity and established monopolies in certain 
spheres of production. 

7. Industrial Policy. The industrial policy formulated by the Government 

of India from time to time has also encouraged the growth of monopoly and 

economic power. Ia the Industrial Policy of 1956, 11 industries out of 17 listed 
in Schedule A and 9 out of 12 listed in Schedule B could be started by the 
private sector. These related to heavy industries requiring large capital i®y®st- 
ments which could only be started by persons with high entrepreneurial abilities. 
Naturally, only a few big industrialists or business houses were able to enter 
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sucb lines of production which has led to the growth of monopoly and economic 

P °8'system of Industrial Licensing. The industrial licensing policy and 
procedures adopted by the Government of India also favoured the big business 
houses and industrialists. The licensing authority grants licenses only- to those 
person who can raise capital from the market, have enough organisational and 
entrepreneurial experience, and can collaborate with some f ® re, « B 
Under such a system, no new entrepreneur can venture to enter the field. More- 
over. 'the first come-first served’ principle adopted by the licensing autho ,ty 
also helps the big industrialists and business houses who can gel immediate 
information through their vast resources about any change 
Delhi. As the Monopolies Inquiry Commission observed: W ' a ' c ° n ™ 
that the system of controls in the shape of industrial licensing, howcser ncces 
Ty from other points of view, has restricted the freedom of entry -"to industry 

and so helped to produce concentration." Similar v,ews were expressed by the 

Hazari Committee (1969). Even the Dull Committee (1969) blamed the indus¬ 
trial licensing policy for growth of monopoly power and concentration of 
economic power in India. It pointed out that 20 industrial houses comprising 
1 125 companies secured 41 per cent of the licensed investment during 1956 61. 
It observed that the industrial licensing policy led to the concentration of econo¬ 
mic power in a few hands and failed to encourage new entrepreneurs. 

9 Role Of Public Sector Financial Institutions. Pub ic sector f.nanc,a 
institutions like 1DBI.IFCI. ICICI. LIC, etc. have also favoured -ndus.ria 
houses in granting direct loans. The Dutt Committee found hat of the l«a 

financial assistance disbursed by public sector financial insututions. 20 ^r cen 

went to the 20 largest industrial houses and 42 per cen to 73 other 
houses. An other study revealed that of the total cans d.sbu ed by 1DBI 
IFCI ICICI and LIC up to 31 March 1972, the seven largest industrial houses 
received 18 percent and 73 other large houses received 42 per cent 

10 Policy of Protection. It was the policy of discriminatory protection 
based on the Triple Formula of 1920 which laid the foundations for monopoly 
and economic power in India. Some of the industries which got prolec ion con- 
centratcd on establishing monopoly power under the garb of protec non After 
independence, the policies of import controls on a wide scale and or sme 
exchange controls have further led to the concentration of economic and mono 
poly power. These policies have put an end to the fear of foreign competition 
and encouraged big industrial houses to diversify m different fields of prod 
tion thereby leading to the concentration of economic power ,n «heir hands 

II. Foreign Collaboration. The policy of collaborating with foreign firms 
for starting more firms in existing industries and altogether new industries ha* 
also helped in the establishing of monopoly power and concentration of econo 
mic power in the country. A foreign firm wants to enter into collaboration ordy 
with an experienced industrial house with large financial resources and organ, 
sational ability. Naturally, the big industrial houses have benefited from this. 
This has led them to expand further in varied fines of production there y 
increasing their economic power. In certain cases, when an altogether newlines 
of production is started, it turns out to be 100 per cent monopoly. The 
Monopolies Inquiry Commission gives instances of this as the yn e i 
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Chemicals producing synthetic rubber and India Foils producing aluminium 
foils. In some other cases, the limited size of the home market, has prevented 
other firms to enter the field so the firm continues to enjoy monopoly power, as 
in the case antimony industry. The use of foreign patents by Indian Indus¬ 
trialists has also led to the concentration of economic power. 

12. Impact of Tax Concessions. The Government of India provides a 
number of tax incentives to the private sector on the growth and development 
of large business. Some of the tax incentives are tax holiday and exemption in 
respect of dividends to new industrial enterprises; depreciation allowances; 
development rebate; rebate on income from exports; on expenditure on scienti¬ 
fic research; set-off and carry forward of losses; concessional rates on inter¬ 
corporate profits, etc. According to the Mahalanobis Committee (1964) while 
the tax concessions and rebates promoted a climate favourable to investment by 
both small and big enterprises, the major benefit was derived by the latter who 
tried to increase their economic power. 

13. Formation of Holding Company. Another cause of “concentration of 
economic power has been the investment of funds by one corporation in acquir¬ 
ing assets or stocks or shares of another independent corporation. Where such 
investment is made in a corporation in the same line of business it tends to 
promote.. . industry-wise concentration. Where the investment is made in 
a corporation in a non-competing line of business, it helps the growth of 
“country-wise concentration.*' When a parent company holds more than 50 per 
cent of the shares, it obtains control of large amounts of capital of its sub¬ 
sidiaries.’* Among the examples given by the Monopolies Inquiry Commission 
was that of the Amalgamations Private Ltd. which controlled six subsidiary 
companies. One of the subsidiaries Simpson & Co. Ltd., in turn, and 14 sub¬ 
sidiary companies under it. 

CONSEQUENCES OF CONCENTRATION 

The concentration of economic power has both social and economic conse¬ 
quences. 

Social Consequences. The concentration of economic power is a great 
social evil. It has led to extreme inequalities. The rich have become richer and 
the poor poorer. A few roll in wealth, live luxuriously and spend extravagantly, 
while the majority of the people go without sufficient food, clothing or shelter. It 
has developed hatred and inculeated a sense of class conflict between those who 
live in abysmal poverty and those who own vast industrial empires. The big 
business houses have also influenced the democratic machinery of the country. 
It is alleged that government policy is influenced by big businesses who provide 
funds to the ruling party during elections. As the Monopolies Inquiry Commis¬ 
sion pointed out, “We are bound to mention in this connection that the consi¬ 
derable financial assistance that some of the leading industrialists have given to 
the ruling party from time to time, has furnished ammunition for the attack 
‘that big business is in hand and glove with the party in power. The fact that 
such assistance has been liberally given .... has been admitted by Government 
in a statement in parliament.” The Commission further pointed out that “it is 
the hope of favours to be received that induces such payments and after the 
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election is over businessmen try their best to see that the investment made by 

Economic Consequences. The concentration of cconom.c power has far 
Monopolies Inquiry Commission favoured the view that the conce " , '“"°" 

Wmsssssissi 

bi R business houses "thus concentrating in the.r hands a gre** portion of t 
® ® . ii; __j Hirrctiii 2 Ihc production and distribution ot 

ifiitiiim 

fa , whether bv way of issue of bonus shares or in the shape ol reserves or y 

Set,min! in fresh ventures. AH this has led to capita, formafon id the pr.vate 

lissHSriipss 

arras 

with foreign concerns, big industrial houses 

industrial development of the country. concentration of 

But there is the opposite v.ew wh.ch does not agree in ^ R c 

economic power has promoted the economic Commission Report. 

Du.,, in his Note of D.«» ■« caLo, be attributed to 
holds that the economic development of the c y ^ 

the concentration of economic power. It is me zea 
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pioneers in the field of industry that has contributed to the process of indus¬ 
trialisation in India and not the concentration of economic power. Thus the 
concentration of economic power as such cannot be regarded as responsible for 
economic development. 

He also docs to not agree with the Commission that it is the concentration 
of economic power which leads to capital formation in the private corporate 
sector. The quantum of surplus available for further investment depends upon 
the operation of the big businesses to their optimum capacity and not on the 
concentration of economic power. “Concentrated economic power does indeed 
give individuals or small group of individuals power over large quantities of 
such surplus and enables to canalise such surplus into investments of their 
choice. Such power, however, does not necessarily add to the quantum of the 
surplus which could be made available for investment.** 

Again, R.C. Dutt does not agree with the view of the Commission that the 
concentration of economic power in the hands of a few big business houses 
has developed managerial skill of high quality. In fact, concentration has 
inhibited the growth of a professional class of managers at higher levels because 
all top positions are held by the family members and relatives of such business 
houses. 

Besides, concentrated economic power is likely to have a number of economic 
evils adversely affecting the economy. There is the danger of the emergence of 
monopoly power leading to high price for the consumer, deterioration in quality 
and keeping out small entrepreneurs. The big business houses are able to 
compete out the small business on the basis of their financial strength by selling 
their products at unremunerative prices and by large scale efficient advertising. 
Some of the big industrialists in India own newspapers or chain of newspapers 
and others spend large amounts in lavish advertisements which go against the 
smaller units. Further, as noted by the Monopolies Inquiry Commission, some 
dominant enterpreneurs use price wars and threats against small businessmen 
with a view to maintain their domination. Thus the elimination of the small 
businessmen is an economic evil of concentrated economic power which 
increases the inbalances in the distribution of national wealth and income which 
is not conducive to the economic development of the country. 

Further, as pointed out by Dr Lokanathan to the Monopolies Inquiry Com¬ 
mission, concentrated economic power often leads to investments which are not 
conducive to economic development. In his words, ‘ Concentration of economic 
power might lead to misdirection of investment. Although there is a licensing 
system which would tell me where I should invest my surplus profits, surplus 
resources, in actual fact, I may not act according to that. Because, the more a 
person has. the more he would do as he likes.*’ 

From the above discussion, it may be concluded that the concentration of 
economic power is not an unmixed blessing. It has good and bad social and 
economic effects. To make the big business houses as an instrument of econo¬ 
mic development, they need to be properly controlled and regulated in right 
channels so that they may be shorn of their evils and work towards the better¬ 
ment of the economy. 
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GOVERNMENT MEASURES 

The Government of India has adopted a number of measures to prevent growth 

of monopolies and concentration of economic power m the country. Some of 

the measures are discussed below. ,. ^ 

1 MRTP Act. The first measure adopted by the Government is the Mono- 
pollstic and Restrictive Trade Practices Act of 1969. It applies to all non¬ 
government undertakings having assets of not less than Rs 20 crores each either 
by itself or together with its interconnected undertakings and dominant under- 
takings having assets of not less than Rs one crore. Such undertakings are 
required to obtain prior approval of the Central Government for the establish¬ 
ment of new undertakings, for substantial expansion, amalgamation or merger 
with other undertakings, or take over of other undertakings. The Act also 
requires that any agreement relating to restrictive trade practices must be regis¬ 
tered with the Registrar of Restrictive Trade Agreements. It prescribes penal¬ 
ties for violating the provisions of the MRTP Act. 

2. MRTP Commission. The Government has set up a permanent three 
member Monopolies and Restrictive Trade Practices Commission to enforce 
the provisions of the MRTP Act so as to control monopolies and to prevent 
and check the monopolistic and restrictive trade practices. It enquires into 
monopolistic and restrictive trade practices by itself or on a reference made to 
it by any association or State of Central Government or by the Registrar. In 
the case of restrictive trade practices, the Commision directs the party to stop 
such practices, while in the case of monopolistic trade practices it makes recom¬ 
mendations to the Central Government for appropriate action. 

3. Licensing Policy. The Monopolies Inquiry Commission (1965) and the 
Hazari Committee (1967) pointed out that the industrial licensing had resulted 
in the concentration of economic power in the hands of a few big industrial 
houses. To remove its defects, the Government announced the Industrial Licens¬ 
ing Policy in February 1970 which has been modified from time to time in keep¬ 
ing with the requirements of the economy. According the existing Industrial 
Licensing Policy, there are 19 industries in the core sector in which big indus¬ 
trial houses can also establish industries besides the public sector. Moreover, all 
industrial units with assets of not less Rs 20 crores (previously Rs 35 crores) arc 
covered under large industrial houses of the MRTP Act. Further, all new invest¬ 
ments over Rs 5 crores have been included in the heavy investment sector. 
Entrepreneurs other than belonging to big industrial houses are issued licenses 
liberally except those cases where foreign exchange considerations are involved. 

4. Joiat Sector. The Industrial Licensing Policy of February 1970 laid down 
the formation of a joint sector on the basis of equity participation between the 
Ccntral/State Government and private sector. It prohibits the participation ot 
large industrial houses and dominant undertakings. Thus the establishment of 
joint enterprises is a step towards reducing the concentration of economic 
power. 

5. Public Sector. To prevent monopolies and reduce concentration of 
economic power, the Central Government and State Governments have been 
setting up public enterprises in the fields of capital, intermediate and consumer 

goods. 
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6. Encouragement to Middle, Small and Cooperative Sectors. The 

Government has also been encouraging the growth of industries in the middle, 
small and cooperative sectors in order to prevent monopolies and reduce con¬ 
centration of economic power. In the middle sector, with investment between 
Rs 1 crore and less than 5 crores, new entrepreneurs are allowed to set up indus¬ 
tries. Certain industries are exclusively reserved for the small sector. The coope¬ 
rative sector is encouraged to produce consumer goods. The small and coopera¬ 
tive sectors are given liberal credit and infrastructural facilities. 

7. Abolition of Managing Agency System. The Managing Agency 
System which had been instrumental in the concentration of economic power 
and creation of monopolies was abolished in April 1970. But the managing 
agents have now assumed new roles as directors or managing directors and 
consultants to a number of companies. 

8. Nationalisation of Banks and Insurance Companies. The com¬ 
mercial banks and general insurance companies had helped the emergence of 
monopolies and concentration of economic power in India because they were 
controlled by big industrial houses. The Government has, therefore, nationa¬ 
lised 20 major commercial banks and all general insurance companies so that 
their funds are properly utilised and not for the benefit of a few business houses. 
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